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THE ROLE OF PUBLIC INVESTMENT 
IN PROMOTING ECONOMIC GROWTH 


Friday, March 23, 2007 

U.S. House of Representatives, 

Committee on Financial Services, 

Washington, D.C. 

The committee met, pursuant to notice, at 2:05 p.m., in room 
2128, Rayburn House Office Building, Hon. Barney Frank [chair- 
man of the committee] presiding. 

Present: Representatives Frank, Maloney, Moore of Kansas, 
Green, Cleaver; Neugebauer, and Campbell. 

The Chairman. The gentleman from Texas is from Houston. He 
has been Mr. Hospitality this year because his City is the lead 
place where people have been welcomed from New Orleans, so he’s 
been in a very welcoming mood for longer than he should have had 
to be. 

This hearing of the Committee on Financial Services will come 
to order. I begin with an apology and expression of ^atitude to the 
witnesses. It has been a busy week, and I had anticipated unneces- 
sarily that we might have a spillover this morning. I very much ap- 
preciate your accommodating us on a busy Friday afternoon. I un- 
derstand that Mr. Rohatyn is going to have to leave, and it’s our 
fault, not the fault of any members of the panel. We are appre- 
ciative. 

We’re going to get right into this. This committee has, of course, 
legislative jurisdiction in specific areas involving housing and fi- 
nancial services. We also have jurisdiction over the Humphrey- 
Hawkins Act and the question of economic policy in America in 
general. 

One aspect of this that we are focused on is the problem we are 
confronting in the United States, as well as in other parts of the 
world, about how you go forward with economic growth in a way 
that does not exacerbate social problems and in a way that does 
not provide more inequality. Obviously, our capitalist system re- 
quires inequality. It is a good thing in the appropriate amounts, 
but too much inequality can become socially dysfunctional. It might 
even become politically dysfunctional, and this committee is going 
to be talking to thoughtful people all year about how we go for- 
ward. 

One aspect that I believe in very strongly is being overlooked in 
the current situation and that is the contribution that should be 
made by the public sector. I do not regard support for a vigorous 
public sector as in any way a denigration of the private sector. Our 
system requires both. And when you talk about diminishing in- 
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equality, not getting rid of it, but preventing it from growing as 
growth comes, I believe we need more reliance on the public sector 
as a part of that effort than we’ve had. How you do it, we can talk 
about. 

So this is a piece of that discussion. It’s the role of public invest- 
ment in promoting economic growth, and in promoting economic 
growth in a way that makes it sustainable by giving the great ma- 
jority of the public a view that they have a stake in it. 

Do either of the other members wish to make an opening state- 
ment? If not, we will begin with our witnesses, again with my 
thanks for accommodating us. We’ll begin with Mr. Rohatyn. Am- 
bassador, please go forward. 

STATEMENT OF AMBASSADOR FELIX G. ROHATYN, ROHATYN 

ASSOCIATES LLC 

Mr. Rohatyn. Mr. Chairman and members of the committee, it’s 
a great privilege to be here today to discuss a critical issue — the 
need for large-scale public investment in projects that will mod- 
ernize our Nation and enrich our people. 

Throughout our history, and until the 1960’s, the Federal Gov- 
ernment played a dominant role in our level of public investment, 
while the States played a secondary role. This has changed since 
then. Public investment has, by tradition, meant infrastructure: 
roads, trains, bridges, public transportation, public schools, etc., 
have provided the private sector with the complementary invest- 
ments which improve business productivity, our standard of living, 
and our quality of life. Largely the product of a Federal, State and 
local partnership, it was badly neglected over the years, principally 
by the failure of the Federal Government to maintain its level of 
participation. 

The American Society of Civil Engineers has estimated that it 
would take $1.6 trillion dollars over a 5-year period to bring Amer- 
ica’s infrastructure to a reasonable standard of adequacy and that 
this requirement increases by about $300 billion every 2 years. 

Mr. Chairman, I have for many years recognized our govern- 
ment’s historic role as the indispensable investor in the economy of 
our country. I hope that your support will encourage the Congress 
to undertake the major effort needed in rebuilding America before 
it is too late. In order to do so, we must counteract the present the- 
ology that all public investment is wasteful and that neither taxes 
nor borrowing can be justified for that purpose. 

It is also worth noting that the financing of public infrastructure 
creates hundreds of thousands of private sector jobs, which is par- 
ticularly important when globalization is putting pressure on 
American industrial employment. 

Fortunately, past American political leaders did not always think 
this way. As we look to our Nation’s future, we should also look 
back at the history of great public investments, at the precedents 
set by leaders who made many of the critical commitments that be- 
came the backbone of our Nation; we should reflect on the actions 
of those leaders who used government power and public finance to 
make the investments that formed this country; and we should cel- 
ebrate their historic achievements by continuing to invest boldly 
and wisely in America’s future. 
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As the political, geographic, and economic structure of America 
took shape in the 19th and early 20th centuries, public investments 
such as the Louisiana Purchase, the Erie Canal, the Trans- 
continental Railroad, the RFC, and the interstate highway system 
shaped our economy and our security structure. Although the pri- 
vate sector has been the mainstay of our economy, it could not exist 
without this platform and the political leaders who made those de- 
cisions — Jefferson, DeWitt, Clinton, Lincoln, FDR, and Eisenhower. 

Since the beginning of the Republic, transportation, infrastruc- 
ture, and education have played a central role in advancing the 
American economy: whether it was the canals in upstate New York 
or the railroads that linked our heartland to our industrial centers; 
the opening of education to average Americans by land grant col- 
leges and the GI Bill, making education basic to American life; or 
the interstate highway system that ultimately connected all regions 
of the Nation. 

This did not happen by chance, but was the result of major in- 
vestments financed by the Federal and State Governments over the 
last century-and-a-half. Mr. Chairman, we need to make similar in- 
vestments now. 

Of course, not all government investments have been successful. 
The endless earmarks, political pork in too many projects, corrup- 
tion in military contracts, and the recurring problems in NASA and 
many others are proof that there is no such thing as perfection in 
the public sector any more than in the private sector. But the pri- 
vate sector has also had its Enrons and its Worldcoms, as well as 
its earlier scandals, which caused Teddy Roosevelt to break up the 
trusts and FDR to regulate the securities markets. 

But the consistent ideological attack on public investment is 
bringing this country to its knees. Witness the outrage of New Or- 
leans, the state of our public schools, our pollution, and our waste- 
ful use of energy. Without adequate levels of public investment, our 
private sector will lose much of its competitiveness and outsource 
more and more of our requirements in goods as well as services, 
constantly increasing our foreign debt and losing domestic jobs. 

The recent decades have been the best of times for private in- 
vestment. For public investments, they have been disastrous. 

My views on economic and social issues have been shaped not 
only by my years in business and in government, but also by my 
experiences as a child and as a refugee fleeing from the Nazis and 
seeking asylum in America during World War 11. During the war 
years, I had from to time heard FDR’s voice on the radio, some- 
times on clandestine sets, which shaped almost by osmosis my 
views of America. To me, America was the platform for freedom, 
fairness, and opportunity, and I have never wavered from these 
views. 

My involvement in public life began in the spring of 1975 when 
New York City was caught in a financial death spiral. In the 
1960’s, the City had lost 300,000 private sector jobs, and in the 
early 1970’s, the City’s economy had slowed sharply during a na- 
tional recession, aggravated by the Arab oil embargo. Our capital 
investment program had been wiped out. The City was shut out of 
the financial markets and headed for bankruptcy. 
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To regain market access, we needed a plan which would revive 
the City’s economy, eliminate its deficit, and revive its moribund 
capital investment program. We needed a plan with Federal back- 
ing. 

In the summer of 1975, when Governor Carey appointed me 
chairman of New York’s Municipal Assistance Corporation, I be- 
lieved that bringing the City back to the market would take a few 
months. It actually took several years and required the courageous 
political leadership of Governor Carey and Mayor Koch, the strong 
support of the City’s labor unions and of its banks, and ultimately, 
it required credit from the Federal Government in the form of sea- 
sonal loans. 

The Federal credit support enabled the union pension funds and 
the private financial institutions to bring their own support to the 
City, and as a result, the City balanced its budget, reentered the 
financial markets, and for the next 20 years, the City’s economy 
was strong, its budgets were balanced, and it was able to make the 
vital investments in its infrastructure. It could not have happened 
without the credit support of the Federal Government and the sac- 
rifices of its citizens. 

It is also worth noting that the City repaid 100 percent of its 
debt to the Federal Government ahead of schedule, and that the 
Federal Government did not have to face the staggering national 
cost of a New York City bankruptcy. 

Today, support for any government intervention in the economy 
has become anathema, and this has frightened too many Ameri- 
cans into ignoring the long and positive history of government in- 
vestment in our land. Furthermore, the illogical rules of govern- 
ment accounting and the fear of further deficits make this a very 
difficult political issue. 

As opposed to businesses. States, and local governments, the 
Federal Government accounts do not differentiate between long- 
term investment and everyday operating expenses. They treat con- 
struction of a dam as if it were a welfare check and record the debt 
incurred as a deficit without the offsetting assets represented by 
the dams. If our private sector companies were to keep their books 
in this fashion, they would report losses instead of profits, they 
would cut back on investment and employment in order to show 
earnings, and they would ultimately go out of business. 

The idea that government intervention is always bad has had 
consequences. The recent catastrophe of New Orleans was an event 
waiting to happen. If not in New Orleans, it would have happened 
somewhere else. It is the result of a national failure to make public 
investments adequately and intelligently — in the case of New Orle- 
ans, inadequate investment necessary to prevent the flooding of 
New Orleans, and the failure to have in place an effective emer- 
gency response system. 

Modern market capitalism and the links of the financial markets 
to advanced information technology have created a formidable en- 
gine for the creation of wealth, and we have, in my judgment, the 
best economic system in the world. This wealth, however, is heavily 
weighted toward the private sector, and has resulted in the neglect 
and decay of public facilities, including that of our public schools. 
The sensitivity of the financial markets to government spending be- 
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came a powerful brake on public investment, because the arbiter 
of financial policy is a government accounting system that treats 
investment as an expense and a bond market fearful of deficits, re- 
gardless of their origins. 

The combination of these notions, namely, that government can- 
not do trading agreement right, and that long-term public invest- 
ments are the equivalent of welfare payments, has caused a steady 
erosion in Federal funding for infrastructure and other initiatives 
that would spur progress and economic growth, leaving more and 
more to State and local governments, which cannot provide ade- 
quate support. That is the road that led to New Orleans. 

As we fail to make large public investments — 

The Chairman. Mr. Rohatyn, could you sum up in another 
minute, and then — 

Mr. Rohatyn. Certainly, sir. 

The Chairman. Thank you. 

Mr. Rohatyn. I certainly can. A Federal capital budget would 
help correct our problems. You all know the political hurdles of 
such a budget, but their existence should not automatically doom 
the idea. However, if we are unable to institute a capital budget, 
there is a recent development that suggests another remedy — the 
return of the 30-year Treasury bond, because long-term bonds 
should finance capital assets, and their issuance should be dedi- 
cated to that purpose. Even longer maturities, such as 50-year 
bonds, should be envisaged. That is what the European Union does 
to fund its systems. 

To help deal with our shortage of capital investment, the Con- 
gress could authorize a trust fund to be financed over a 5-year pe- 
riod by special purpose 50-year Treasuries. The fund could be used 
to co-finance high priority national, regional, and local infrastruc- 
ture programs, as well as special projects which generate advanced 
intellectual property. Private capital should be an integral part of 
the program. Tight control should be applied to the operations, and 
it should be subject to the Federal limit. 

Jefferson, Lincoln, FDR, and Eisenhower proved that public in- 
vestment can generate vast returns. The Federal budget should be 
a tool to encourage such national investment instead of writing it 
off. 

Thank you very much, Mr. Chairman. 

[The prepared statement of Ambassador Rohatyn can be found 
on page 65 of the appendix.] 

The Chairman. Thank you very much, Mr. Rohatyn. Next, Dr. 
Michael Drake, who is the chancellor of the University of California 
at Irvine. 

Oh, I apologize. We agreed to do an immediate round of ques- 
tions for Mr. Rohatyn because he has to leave early, so let me 
begin. 

It’s important, because you’ve had a very distinguished career in 
the private sector as an investment banker, as well as your public 
sector work. One of the arguments we’ve heard is that the expan- 
sion of the public sector is somehow inimical to the private sector. 

I do think it’s important for you to comment from the perspective 
you’ve had as an extremely successful private financial markets in- 
dividual as to the compatibility of the two and whether or not the 
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benefits you urge from an expanded public sector could in fact be 
done through the private sector instead. 

Mr. Rohatyn. Well, Mr. Chairman, the experience that I’ve had 
in the public sector essentially was my work as chairman of the 
Municipal Assistance in New York. And that for me was an eye 
opener in terms of how bad the need is for the public and the pri- 
vate sector to work together. New York City would have gone bank- 
rupt if we hadn’t had access to public money, to government assist- 
ance. And we were able to do that by at the same time bringing 
the private sector, the banks, as well as the public sector unions, 
into the process. 

And it turned out — probably turned out even better than we 
thought it might. But without it, the City would have gone bank- 
rupt, the Nation would have suffered a terrible, terrible economic 
loss, and socially, it would have been a catastrophe. 

So I am absolutely convinced that the public and the private sec- 
tor have to work together, that they’re complementary, and they’re 
not at all in opposition to each other; that business and labor have 
to work together, and that political parties have to work together. 
If we don’t do that, we are going to always be in trouble. 

The Chairman. Thank you. A related question, because one of 
the arguments often made on the Floor of the House and elsewhere 
when we talk about government spending is there is a general view 
that less government spending is better, unless it’s war or maybe 
going to Mars, or subsidizing agriculture. Those are the three ex- 
ceptions that we often hear. 

But there is a general view that if you cut government spending, 
that’s better, and particularly we hear, when we’re not talking 
about defense contracts, and this is a verbatim quote I have heard 
many, many times. Let me show off most of my Latin. I now quote 
you verbatim what I have heard ad nauseam. 

[Laughter] 

The Chairman. And it is that government cannot create jobs, 
that government spending cannot create jobs, that only the private 
sector creates jobs, and that government funding that is theoreti- 
cally motivated by somehow increasing employment is almost a 
contradiction in terms. Would you comment on that? 

Mr. Rohatyn. Well, my simplest comment is that public invest- 
ment leads to private employment. Most of the people put to work 
by public investment are private sector employees, and most of the 
entities that benefit from public investment are private sector cor- 
porations. The notion that these are contradictory to each other 
doesn’t make any sense to me. 

The Chairman. In the book that you’re working on, and the com- 
ments you’ve made, you talk about some major decisions involving 
significant public expenditure. Is it your view that private employ- 
ment, private sector employment in the economy around those, sub- 
sequent to those events, was greater than it would have been if 
they hadn’t been made? 

Mr. Rohatyn. Oh, absolutely, Mr. Chairman. I mean, the deci- 
sion by Lincoln, for instance, to finance the Transcontinental Rail- 
road, if we hadn’t had a Transcontinental Railroad, the economic 
development of this country would have been infinitely slower. To 
me, this is self-evident. The things that — 
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The Chairman. You hold that truth to be self-evident? 

Mr. Rohatyn. I do indeed. I mean, the build-up to World War 
II, which was an extraordinary accomplishment both politically and 
economically, resulted in an enormous increase in private employ- 
ment and private investment as Roosevelt was building the country 
up for World War II. 

The Chairman. And I take it — I will turn it over to my col- 
league — ^but what it seems to me you were saying, what I read in 
here you’re saying is that the job creation that results is not simply 
from the expenditure itself, which might sort of be self-evident in 
that sense, but enhances the creation for further private sector in- 
vestment. That done well, public investment increases the level of 
private sector activity subsequently? 

Mr. Rohatyn. Absolutely, Mr. Chairman. I would argue, if we 
did a better job in our public schools, we would have a much better 
functioning economy as a result. It may be 10 years later, but it 
starts right there. 

The Chairman. The gentleman from Texas. 

Mr. Neugebauer. I thank the chairman. Mr. Chairman, I want 
to be clear. Are we just going to direct these particular questions 
to — 

The Chairman. Just to Mr. Rohatyn, and then we’ll do the rest. 

Mr. Neugebauer. I just wanted to be clear about that. Thank 
you. Ambassador, for — you know, I, number one, I concur with you 
that infrastructure is a vital part of our economy. 

In fact, you know, one of the things I tell folks — and I’m a land 
developer, so I understand infrastructure probably as well as any- 
body, because I’ve put a lot of infrastructure in, and I look for in- 
frastructure when I’m doing a land development project — I would 
say that you’re right when you look at putting in the transpor- 
tation infrastructure, for example, that we put in this country, 
opened up opportunities, bringing electricity to other parts of the 
country. And probably in those days, you know, there was no other 
financing source for some of those projects than the Federal Gov- 
ernment. 

But due to the sophistication of financial markets today, and the 
fact that we have the ability to put capital together, really for just 
about anything. I mean, we now have in Texas, under proposal, a 
private company to build a road and to build a toll road in our — 
do you see our role in the government is not necessarily — I noticed 
you’re a proponent of going back to a 30-year bond or even a 50- 
year bond. One of the problems I had with that is, we have trouble 
up here getting a budget passed for a 1-year project, much less a 
30- or 50-year project. But do you see the government being an 
augmenter of some of these marketplace activities now and letting 
the private sector fill in the gaps on this infrastructure? 

Mr. Rohatyn. Sir, I believe, as I said, that there is a partnership 
always — usually a partnership role for the public sector and the 
private sector. I would give priority in terms of looking for capital 
to looking for capital in the private sector, even as we deal with 
public investment. 

But I’ve also had experience, especially with the refinancing of 
the City of New York, with the fact that a relatively small amount 
of government involvement and public capital plays an enormous 
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role in encouraging the other players, the insurance companies, the 
unions, everybody else, to put in the majority of the capital. 

Also, there are projects where the public purpose is more impor- 
tant than necessarily the profit margins of the business, which 
have to be put in equilibrium. 

So my position would be that there has been a huge improve- 
ment in the technology of finance, if you will, and that can be put 
to use now in any number of private and public activities. And to 
make use of that as much as possible, but to have an instrument 
where if you have three governors who need to do a regional project 
that’s complicated, and where the profitability isn’t self-evident, to 
have a government financed entity that is professionally competent 
and then can put up enough of the money to encourage private sec- 
tor people to come in. 

Mr. Neugebauer. Well, you’re kind of leading to my next ques- 
tion, and want you just to expand on that. Where do you see the 
areas today where we don’t see private capital coming to — showing 
much interest in infrastructure? Can you identify some of those 
areas for me? 

Mr. Rohatyn. Well, I think that by and large, you can encourage 
private capital to look at investment practically anyplace. On the 
other hand, that is not always consistent with the profitability of 
the projects that would come about, because it just doesn’t lend 
itself to that kind of thing. So I am for having all of the instru- 
ments that you need, both financial and nonfinancial. 

For instance, you cannot — you’re not going to put a private sec- 
tor — at least I don’t think, on a large scale, in the public school sys- 
tem of most cities in America today. You may do it in some places, 
but you’re not going to do it on a massive scale. 

So I think you have to do what works, and what works is some 
combination of private and public involvement, both in the finan- 
cial and the operating area. 

Mr. Neugebauer. You know, in the education mode, I think the 
jury is still out on that, because, you know, it’s a relatively new 
concept of — there are some very successful private institutions. 

Mr. Rohatyn. Oh, I agree with you, sir. I just — 

Mr. Neugebauer. Yes. And so I think we have to be careful of 
characterizing that. I would say this. We have made a tremendous 
investment in education. People say we need to invest more in edu- 
cation and maybe that’s true. But when you look at the money over 
the history of this country, of the amount of money that we have 
put into education, it’s a pretty — if you graph it, it’s a pretty steep 
graph. 

And I think the question that people are — should be asking more 
is, instead of putting more money into education, I think what we 
are saying now is that we want more education for our money. I 
think that’s particularly the road I’m going down, that before we 
continue to pour extremely large amounts of money into education, 
I think we have to go back and kind of look at the overall model 
and say, is this working? Because the money has been coming into 
education. 

Mr. Rohatyn. I agree. I was actually mostly arguing about the 
need to build buildings where the water doesn’t come through the 
roof onto these kids who are trying to learn the alphabet. 
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Mr. Neugebauer. Thank you, Mr. Chairman. 

The Chairman. I now recognize the gentlewoman from New 
York. 

Mrs. Maloney. Thank you, Mr. Chairman, for calling this impor- 
tant hearing, and it is a tremendous honor. Ambassador, to have 
you here today in Congress to share your knowledge with us, and 
I want to really personally thank you for your many contributions 
to our economy and really to helping our country, not only New 
York during the 1970’s, and during our time of crisis, but you’ve 
continued to be a voice that everyone listens to. 

And I have wanted to ask you this question for a long time, and 
even though it’s a little bit off point, could you comment on the 
weak dollar and what that means to our economy now and your 
thoughts about the impact on our country long term with this? It 
appears to be a policy of the Administration to weaken the Amer- 
ican dollar. And I would just welcome any of your analysis or 
thoughts on this subject. 

Mr. Rohatyn. This is kind of a suicidal subject that you’re ask- 
ing me to comment on. 

[Laughter] 

Mr. Rohatyn. To some extent, the weak dollar is a result of our 
foreign deficits, and our foreign deficit is partly a result of the com- 
petitiveness of countries like China, India coming along, and our 
domestic deficits. So I think in today’s world where the financial 
markets are so huge that it’s very difficult to simply control them, 
that the weak dollar is a result of the economic position of our 
country in the world and our internal financial policies. 

I’m not a fan of a weak currency in terms of its social repercus- 
sions and in terms of its standing in the world. So I would prefer, 
personally, a strong currency, economic growth, low inflation, and 
a relatively balanced budget, but I wouldn’t make a fetish out of 
balancing the budget every year, mostly because I have no con- 
fidence in the accounting system of the government, which I don’t 
think reflects at all the financial condition of the country. 

So I’m not sure that’s a very good answer that I’m giving you. 
I’m not sure there are very good answers to that question, frankly. 
But the weak currency is a result of a huge imbalance in our eco- 
nomic position, in our trade deficit as well as our Federal deficit, 
and the fact that countries like India and China are coming along 
like gangbusters and are going to make things very, very difficult. 

Mrs. Maloney. I heard a comment from Shirley Tillman, the 
president of Princeton, recently. She was asked what she thinks is 
the greatest crisis confronting our government. We feel that we’re 
facing a crisis every day; there’s something happening all the time. 
And I just would like to ask you the same question. Her response 
was the fact that our country is not investing in science and mathe- 
matics and really research and sort of cutting edge technologies, 
which has kept our country really on the curve, on the leadership 
curve in the world. And she saw the fact that we seem to be cutting 
back in — or we are cutting back in investments in science and tech- 
nologies. And since we are — and mathematics. And since we are 
talking about public investments today and how it helps our econ- 
omy, where do you think we as a Nation should be investing? Obvi- 
ously, we need to invest in many areas, but if we had to be stra- 
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tegic, where do we need to put our dollars to help the most people 
and to really keep our country competitive in this very, very com- 
petitive world? 

Mr. Rohatyn. Well, I would say education and infrastructure. 

Mrs. Maloney. You would say education and? 

Mr. Rohatyn. Infrastructure. 

Mrs. Maloney. And infrastructure? 

Mr. Rohatyn. Yes. 

Mrs. Maloney. Thank you. 

The Chairman. The gentleman from Kansas. 

Mr. Moore of Kansas. Mr. Chairman, I want to welcome the 
witnesses who are here to testify today and thank them for their 
testimony. 

I think Mrs. Maloney has asked some of the questions I would 
ask, and I would ask another question. Mr. Ambassador, if you 
don’t feel comfortable answering, if you don’t feel like this is in 
your area, please say so. I’m not trying to push at all. I’m just ask- 
ing. 

We have in this Nation an — 

The Chairman. We may be one of the few committees in the 
Congress who is not subpoenaing people. 

[Laughter] 

The Chairman. So you’re here voluntarily. You can answer or 
not. 

Mr. Moore of Kansas. Right. Right you are, Mr. Chairman. We 
have in this country an $8.8 trillion national debt. About 40 per- 
cent of that debt right now I understand is financed by foreign na- 
tions. And a question was asked, I believe by Mrs. Maloney, about 
our currency and our situation. Do you have concerns about foreign 
nations holding such a substantial portion of our debt? And what 
might be the result if those foreign nations decided they didn’t 
want to hold our debt any more? 

Mr. Rohatyn. I think, first of all, there is somebody from the 
Federal Reserve, thank God, on this committee, who can hope- 
fully — 

Mr. Moore of Kansas. And I’m happy to have anybody if you 
care to answer it try to take stab at that. I’m trying to ask a legiti- 
mate question here. I’m not trying to put anybody — 

Mr. Rohatyn. Totally. And it is obviously a risk to have this 
kind of imbalance in our accounts. 

Mr. Moore of Kansas. Yes, sir. 

Mr. Rohatyn. And to have as much of our capital in hands that 
today are cooperative and tomorrow might not be. On the other 
hand, it does create a situation where we’re all kind of in the same 
boat, and — 

Mr. Moore of Kansas. And what do you mean by that, sir? 
We’re all in the same boat? 

Mr. Rohatyn. Well, it will not help China to destroy the dollar. 

Mr. Moore of Kansas. Would their selling off our debt destroy 
the dollar? 

Mr. Rohatyn. Well — 

Mr. Moore of Kansas. Or would it affect interest rates at all? 

Mr. Rohatyn. It depends to whom and in what amounts and in 
what way. So I’m sorry not to be able to be very precise. 
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Mr. Moore of Kansas. I understand. 

Mr. Rohatyn. But this is a — first of all, it’s a very delicate ques- 
tion. 

Mr. Moore of Kansas. Yes, sir. 

Mr. Rohatyn. And secondly, it’s something that I don’t think 
anybody has the answer to. I think the only answer is to be as or- 
derly in the way we run our economy and as prudent as we can 
be as to invest as much as we can in things aimed at economic 
growth and social support, and try to run our — both our import-ex- 
ports and our internal budgets with as much equilibrium as pos- 
sible. But that requires political decisions. This is not an issue that 
has no solution, if we want to do it. 

Mr. Moore of Kansas. Yes, sir. Well, I appreciate, and frankly 
agree with you, that as much as we can invest in infrastructure 
and education, that’s going to be to the advantage of the people in 
our country. I think ultimately my concern is that our debt is get- 
ting so high and we sometimes end up borrowing money to make 
those investments, and I just — that’s my concern of where do you 
find the appropriate balance? And if the gentleman from the Fed- 
eral Reserve cares to comment. I’d be happy to hear anything you 
have to say. I know that since Chairman Greenspan has gone, ev- 
erybody thought that the markets didn’t listen to him any more. 
And when he talks about the possibility of a recession, I guess we 
were wrong that people, in fact, do still listen to Chairman Green- 
span. Any comment at all, sir? 

Mr. Haughwout. Well, Congressman, this is really not an area 
in which I specialize. 

Mr. Moore of Kansas. Okay. 

Mr. Haughwout. I’m afraid I don’t — 

The Chairman. Yes. In fairness, he wasn’t asked for this pur- 
pose. 

Mr. Moore of Kansas. Okay. 

The Chairman. Will the gentleman yield to me briefly? 

Mr. Moore of Kansas. Absolutely, Mr. Chairman. 

The Chairman. I appreciated the colloquy with the gentleman 
from Texas and Ambassador Rohatyn about the importance of edu- 
cation, and we talked about how much money has gone in there. 
In fact, I think if you look at education and measure by money, as 
we often do, as a value, we don’t treat it very seriously. 

We’ve just been through a markup with some amiable contention 
about CEO salaries, and we were told that those of us who thought 
that CEO salaries might have gotten a mite high were being mean- 
spirited, and we had to pay for performance. Look at what we pay 
teachers. If you look in this society at the salary of teachers — let 
me put it this way. If you didn’t know what the occupation was, 
and you just ranked compensation, and then you said based on the 
amount of compensation, how strongly do you think the society val- 
ues that profession, you’d figure teaching wasn’t very highly re- 
garded around here. We don’t pay teachers very much at all. 

So when you look at overall expenditures, there are a lot of 
things that go into it, but I believe it is in fact a sign that we have 
not as a society valued education when we pay the people who are 
trying to teach 5-, 6-, or 7-year-olds, particularly those who have 
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had difficult lives previously. So, yes, I do think that that’s a good 
measure. 

Now, money can be well spent or badly spent. But if you start 
out by substantially undercompensating people compared to so 
many other professions in this society, we shouldn’t be surprised. 
And I’m just off on this tangent, but we used to be able to get away 
with that because we had a good thing to help us get teachers even 
though we underpaid them. It was called sex discrimination. 

If you were a woman interested in chemistry or physics or biol- 
ogy 40 years ago, you could go be a teacher or a nurse. And as the 
society has made some progress in diminishing discrimination, 
women have other options. So, you know, we had an artificial sup- 
ply of good teachers because of sex discrimination, and that artifi- 
cial supply is no longer there. Supply and demand, I think, have 
not yet rebalanced. 

I appreciate the indulgence. The gentleman from Texas. 

Mr. Green. Thank you, Mr. Chairman. And I thank all of the 
persons who are appearing today, as well as the ranking member. 
Just a comment before I ask a question, and it has to do with edu- 
cation as well. We from time to time hear of problems in police de- 
partments, corruption, if you will. And rarely do we talk about 
eliminating police departments or police services. We usually will 
conclude that we should fix the problem. We should hire more po- 
lice officers, pay them more, and buy better equipment. We should 
do those things necessary to maintain what we know to be a good 
system. 

And unfortunately, I agree with what the chairman has said, we 
have not taken a similar attitude, I think, as it relates to edu- 
cation. We want to leave no child behind, but in the process, we 
seem to overlook the fact that we have to leave no teacher behind 
if we’re going to leave no child behind. And I want to associate my- 
self with the comments of the chairman on education. 

Mr. Ambassador, I hate to be the one to ask you to go into spe- 
cifics. You mentioned education in the main, but what aspect of 
education would you conclude that we should focus on? Should it 
be Head Start, higher ed? Where should we go in your opinion, 
with our public influence by way of emolument? 

Mr. Rohatyn. Sir, I am not an expert on education, and, there- 
fore, I will give just an off-the-cuff answer, if I may. My wife is in- 
volved — and I should have brought her here. It would have been 
much more productive. 

There are two areas of education that to me seem vital. One is 
to start very early, not to wait for a child to be 5-, or 6-, or 7 years 
old to begin concentrating on what to do. And secondly, as I men- 
tioned earlier, to give working facilities to children in schools a 
clean and safe environment. And in working at MAC in the city, 
I got involved in this subject, because we created a building fund 
for the schools as we were starting to run surpluses. So I spent a 
lot of time walking around the schools. And it is the most dis- 
tressing and depressing situation in most of the schools that you 
can think of. And I think that unless you start children very young 
in a decent environment to study in, it’s hopeless before you start. 

But, you know, the rest is how you — what the curriculum should 
be, and how this should be organized. I’m not an expert on that. 
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Mr. Green. Thank you. Mr. Chairman, I will yield back the bal- 
ance of my time in the interest of time. 

The Chairman. I thank the gentleman. The gentleman from 
California. 

Mr. Campbell. No questions. 

The Chairman. I thank the gentleman. The gentleman from Mis- 
souri. 

Mr. Cleaver. Thank you, Mr. Chairman. I really appreciate your 
comments, Mr. Ambassador, with regard to public financing. Here’s 
a conundrum. I think we should invest in public financing for the 
same reason that you stated, and I’ve seen it in my City. I’m a 
former mayor of Kansas City, Missouri, and I’ve seen public invest- 
ment generate all kinds of private economic development around 
the public investment. 

The problem is — and it’s been touched on by my colleague from 
Kansas, I think everybody here to some degree — we are borrowing 
so much money that, frankly, we’re financing everything with bor- 
rowed money. We are a debtor nation. And $7 billion for Katrina 
in the supplemental that we approved earlier today. And so there’s 
a public investment going into New Orleans. And when you think 
about the infrastructure declining on the Federal highways and in 
the cities. Most cities on the Eastern seaboard are functioning with 
stormwater and sanitary sewers that are over a century old, and 
they’re crumbling. But if we try to do public investment, you know, 
some kind of a contemporary TVA, we’re going to have to borrow 
money to do it. 

Now the only other option is to figure out how to reverse the 
trend toward a minus zero savings rate in this country. We have 
to borrow from foreigners because we don’t have — we don’t save 
money in this country, whereas in Asian countries, the savings rate 
in some rise above 20 percent, and we are like 0.6 or something. 
I’m not sure exactly what it is right now. What can we do, or is 
there anything that we can do, that you would suggest, to generate 
a savings rate? Or is it that the economy is not as good as we are 
being told it is, and people cannot save, and, therefore, they are 
spending all they earn and then borrowing to make it? 

Mr. Rohatyn. Well, sir, I hate to bring up something that is 
probably considered impolite in this City, but I would just — 

Mr. Green. Nothing is impolite in this City. 

Mr. Rohatyn. — refer to the fact that no other country in history 
has ever gone to war and cut taxes at the same time. And when 
you start with contradictions of interest that are so profound, I 
don’t know what to say to you with respect to ultimately running 
a balanced economy that deals with these things, because you’re 
eliminating revenues to an extent that it’s finally impossible. 

So, most of the problems that this country has, I think, because 
we are still the strongest economy in the world. We have great 
science. Every other year we invent something new like Google or 
Yahoo or things that 5 years ago just didn’t exist. But we can’t 
seem to agree among ourselves on a balance between spending and 
saving. So, these are not rocket science, but they do require some 
unity of interest and some unity of philosophy in terms of what 
kind of an economy and what kind of a society you want to run. 
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Mr. Green. I have a question. Have you seen this TV commercial 
where this guy starts out walking from his home and he says I 
have this heautiful home and great family, then he’s driving 
around and cutting his grass on a tractor, and the next thing he’s 
cleaning his swimming pool. They have a gorgeous swimming pool. 
And he says, “How do I do it? I’m up to my eyeballs in debt.” And 
every time I see that, I just — I think about our country, our Fed- 
eral Government. 

Thank you. 

The Chairman. Thank you. Thank you, Mr. Rohatyn. You’re ex- 
cused now, and I appreciate your coming to see us. 

Mr. Rohatyn. Me, too, and I apologize. 

The Chairman. No, no, we changed this around. I’m very grate- 
ful to the others for staying here, and I’m sorry that we don’t have 
control over the schedule, and we are indebted to you for your in- 
dulgence. 

We’ll now resume the statements. Dr. Michael Drake is the chan- 
cellor of the University of California, Irvine. And I guess the closer 
people were, maybe then they can go early, and then get home. 
You’re stuck for the night. So, thank you for staying. Go ahead. Dr. 
Drake. 

MICHAEL DRAKE, M.D., CHANCELLOR, UNIVERSITY OF 
CALIFORNIA, IRVINE 

Dr. Drake. So I’ll talk low and talk slow and I won’t say too 
much. 

The Chairman. Two out of three won’t be bad. Doctor. 

Dr. Drake. Okay. Good afternoon. Chairman Frank, Ranking 
Member Bachus, and committee members. Thank you for the op- 
portunity to appear before you today to discuss the important issue 
of Federal investment in basic science research. 

I am Michael Drake, chancellor of the University of California 
Irvine, one of the 10 campuses of the University of California sys- 
tem. At UC Irvine, we educate nearly 26,000 students and conduct 
research in a wide range of the sciences, supported by the National 
Institutes of Health, the National Science Foundation, the Depart- 
ments of Defense and Energy, NASA, NOAA, and several other 
Federal research agencies. 

Our Nation’s system of higher education, and particularly its 
public universities, are a unique example of a public investment 
that has paid enormous dividends. Starting with the GI Bill, Fed- 
eral student aid has helped shape postsecondary education since 
World War II. Thanks to the Federal Government’s commitment, 
including your recent action to increase the Pell Grants, students 
with need have increased access to higher education. 

America’s colleges and universities produce human and intellec- 
tual capital, the twin engines of economic growth. Public invest- 
ment is the critical factor that has made our research universities 
the envy of the world. There is no doubt that university research 
is critical to our Nation’s R&D enterprise. Universities perform 
over 60 percent of the Nation’s basic research. 

Economists attribute as much as 50 percent of our national eco- 
nomic growth over the last half century to innovation. To quote 
Alan Greenspan in 2001, “Had the innovations of the recent dec- 
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ade, especially in information technologies, not come to fruition, 
productivity growth during the past 5 to 7 years, arguably, would 
have continued to languish at the rate of the preceding 20 years.” 

Public investment in basic research has an added benefit — the 
integration of research and education. At both the undergraduate 
and graduate levels, students learn by doing, both in the lab and 
in the classroom. Research takes place in the institutions that de- 
velop our young future scientists. Other countries, particularly 
China and India, are struggling to emulate this. As you well know, 
Mr. Chairman, from your personal experience, it is that formula 
that spawned the root 128 phenomena in Massachusetts, as well as 
the Silicon Valley phenomenon in my own home State of California. 

Our country’s higher education system is so successful that we 
often forget how big a role federally supported university research 
has played in changing Americans’ lives. For example, in my field 
of medicine, for the second consecutive year, annual cancer deaths 
in the United States have actually fallen. This drop, a first in his- 
tory, is occurring despite the aging of our population. 

On the physical sciences side, basic research in physics led to the 
development of the Global Positioning System, which has been an 
invaluable aid to our military, and also to wayward travelers, I 
should add. Imagine as you leave here what you will do and be im- 
pacted with; dozens of things that were unthinkable a generation 
ago, whether it be listening to an MP3 player, using the Internet, 
or using your ATM card. I mention a number of other examples in 
my written testimony. 

The Federal familiar in basic research has had an excellent re- 
turn for American taxpayers. It has been estimated at between 28 
to 40 percent per year. But why does the Federal Government have 
to do this? Why shouldn’t the private sector do more? Well, the fact 
is that business spends an enormous amount of money on develop- 
ment, but the characteristics of basic research are not attractive to 
short-term investors. Basic research is just that; basic. It is long- 
term and uncertain. It is a fundamental building block for the fu- 
ture. Basic research doesn’t conform to the investor cycle of quar- 
terly reports. Norm Augustine, the former CEO of Lockheed Mar- 
tin, frequently tells how his company proudly announced a program 
of long-term investment in basic research, only to watch its stock 
price fall. 

With few exceptions, my State of California being one. States 
simply lack the means to invest heavily in research. State support 
is a very small portion of the total basic research done at our uni- 
versities. But the Federal commitment to basic research has had a 
mixed record in recent years. It is true that Congress recently dou- 
bled funding for the NIH, and thank you. But since 2003, NIH 
funding has declined in real terms by 12 percent. Physical sciences 
and engineering research have been nearly fiat funded over some 
3 decades. Given the growing importance of interdisciplinary re- 
search, adequate funding for both the life sciences and the physical 
sciences is essential. 

I am here today as the chancellor of a research university, but 
I am also a physician and an NIH-funded researcher for over a 
quarter century. I marvel at how diagnostic tools, therapies and 
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preventive knowledge have transformed the practice of medicine 
and enhanced the quality of life for all Americans. 

Mr. Chairman, I want to thank you and your colleagues for the 
recent actions taken by this Congress in its funding decisions this 
year. I respectfully request that the Congress continue its support 
for research. Only the Federal Government has the resources and 
ability to support this vital research. We can afford these invest- 
ments. Indeed, we must make them if we want to continue to lead 
the world. 

I thank this committee for bringing the Nation’s attention to this 
incredibly successful partnership and hope it will continue to 
spread the message through the Congress and the Administration. 
I’d be pleased to answer your questions. 

[The prepared statement of Dr. Drake can be found on page 32 
of the appendix.] 

The Chairman. Thank you. Our next witness is Mr. Miles 
Rapoport, who is the president of Demos. And I should have said 
before, any written material that any of the witnesses wish to in- 
sert in the record, without objection, will be inserted. Go ahead. 

STATEMENT OF MILES S. RAPOPORT, PRESIDENT, DEMOS 

Mr. Rapoport. Thank you. I deeply appreciate the opportunity to 
be here, and I thank the committee for turning its attention to this 
important issue. To introduce myself briefly, I am the president of 
Demos, a network of ideas and action. Demos is a nonpartisan pub- 
lic policy and research institute founded in 2000. We focus on prob- 
lems of democratic participation, economic opportunity, and the im- 
portant question you are considering today, the proper role of gov- 
ernment in our society and the economy. 

In the 1980’s and 1990’s, I was in State government in Con- 
necticut, both as secretary of the State, and also for 10 years in the 
legislature where I was a member of the Finance Committee. The 
role of public investment was central to all that experience. I was 
a freshman legislator in Connecticut when the Mianus River 
Bridge in Greenwich collapsed after years of deferred maintenance. 
I was there for an ambitious initiative called U Conn 2000, which 
spent 10 years investing in the University of Connecticut with fab- 
ulous results. And 10 years ago, the City of Hartford received a sig- 
nificant state of investment, which has had an enormous important 
and salutary effect on that City and its economic vitality. 

These cases were my education, both in what happens when we 
underinvest in our infrastructure and the public structures that 
undergird our economy and quality of life, and they were my edu- 
cation in the leading and positive role that public investment can 
play in economic development. 

I believe it is important to restore a broad understanding of the 
role played by public investment and the public sector in our econ- 
omy and in the quality of our lives. America’s signal achievement 
after World War II, the creation of a broad and vibrant middle 
class, was accomplished with policies that included major public in- 
vestments. The Veterans Administration and the FHA helped mil- 
lions of young families buy homes. The GI Bill, and later the Pell 
Grants and Stafford loans, helped millions of young people get an 
education. These public investments created opportunities for 
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young people — ^young families, rather — to get a leg up and build a 
future for themselves and their children. 

Unfortunately, this commitment to investing in shared prosperity 
has waned. Over the past 30 years, public investment has been sys- 
tematically devalued. There has been a sustained and relentless 
critique not only of government’s excesses but of government itself. 
The ideals of the marketplace have been elevated and extended 
into arenas previously occupied by an understanding of a shared 
common good. 

In the 1970’s and 1980’s, we embraced privatization, deregula- 
tion, and the liberation of the global marketplace. It all boiled 
down to one simple message: the market is better. This has left 
Americans with a very negative view of government. Careful re- 
search undertaken for Demos over the last 2 years shows that peo- 
ple have two dominant images of government, both negative. The 
first is of politicians fighting and attacking one another, and the 
second is of an ill-defined, bureaucratic monolith that has little to 
do with people’s daily lives. Most people give little conscious 
thought to the number of ways in which every day, government, 
properly run, assists us all. And it is a very long list. 

The consequences of devaluating public investment have been se- 
vere. Let me mention a few. The first is inequality, which has in- 
creased dramatically in America over the last 30 years. The re- 
wards of private investment have gone to a small or smaller num- 
ber of people who have pulled far ahead of the rest of us. It is by 
now a familiar tale. The top 10 percent of Americans have in- 
creased their share of personal income from about 30 percent in the 
postwar era to 46 percent in 2004. The share of income going to 
the bottom 60 percent has plunged from 32 percent in 1967 to 26 
percent in 2005. Is this connected to the lack of public investment? 
I believe that it is. 

The second consequence is the highly disturbing fact that for the 
first time in recent American history, the next generation will not, 
as a whole, be better off than the previous one. Tamara Draut of 
Demos, in her book. Strapped, makes it very clear that in com- 
paring young Americans today to my generation, it has become far 
more difficult to achieve the hallmarks of middle-class adulthood: 
getting a college degree and paying off your debts; buying a home; 
having children; and getting a job with health insurance. In each 
of these areas, our investments have declined significantly. 

Third, there are areas of our economic life where government can 
not only achieve economic goals more equitably than private mar- 
kets, but more efficiently as well. Health care is probably the clear- 
est case. Public Medicare is far more efficient than its private coun- 
terparts. The VA hospital system does a better and more cost-effec- 
tive job than its fragmented private sector counterparts. But thus 
far, our market-oriented blinders have kept us from seeing this 
clearly. 

Let me mention just three specific realms in which I think public 
investment could make a major difference. The first is investment 
in early childhood education, particularly programs for children 
born into disadvantaged circumstances. The work of Nobel Prize 
winning economist James Heckman shows that investment in early 
childhood programs gives children a much larger chance to succeed. 
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From a strictly income-generating viewpoint alone, according to 
Heckman, such programs can increase earnings by 15 to 17 percent 
over a lifetime. 

Another arena for investment is to make college more affordable. 
Education is a requirement for people to succeed in the workforce, 
and for our economy to compete in the global arena. But many stu- 
dents are either avoiding post-high school education altogether, or 
graduating with enormously burdensome levels of college-related 
debt. According to recent studies, 168,000 academically qualified 
high school students every year don’t attend college because they 
can’t afford it, and a large number attend 2-year colleges rather 
than 4-year colleges for the same reason. 

The Pell Grant, which used to cover three-quarters of the cost of 
attending public universities, now covers only a little more than a 
third. Grants have largely been converted to loans, and tuition in 
our public 4-year universities has more than doubled. 

A last arena — and this is a very personal experience for me — is 
making a needed public investment in our democracy itself. Elec- 
tions in this country have literally been run on a shoestring, and 
we have paid a heavy price and lost confidence in our election sys- 
tem. The patchwork of laws, rulings, and equipment purchasing de- 
cisions, has all of us on edge about procedural chaos every time a 
major election comes up. We need a strong national agency with se- 
rious and sustained investment in research, testing, standard-set- 
ting, training, and enforcement, and we need sustained support for 
States in improving their system. 

Let me conclude by saying that our Nation’s future and that of 
its people depends on a set of public structures that give everyone, 
businesses and individuals alike, the chance for success. These 
structures, whether they are scientific research programs, as the 
chancellor said, levies, bridges, roads, colleges, or children’s pro- 
grams, promote the common good and shape our common future. 
We need to reverse the undervaluing of public investment and our 
government’s overall role. This committee’s hearing today is an im- 
portant contribution to that conversation. I thank you for allowing 
me to be part of it. 

[The prepared statement of Mr. Rapoport can be found on page 
55 of the appendix.] 

The Chairman. Next is Mr. Clifford Winston, who is a senior fel- 
low of economic studies at the Brookings Institution. 

STATEMENT OF CLIFFORD WINSTON, SENIOR FELLOW, THE 
BROOKINGS INSTITUTION, WASHINGTON, D.C. 

Mr. Winston. Thank you, Mr. Chairman, and members of the 
committee. I’m happy to be here to talk about public investment. 
Public investment encompasses both investment in physical infra- 
structure and investment in human capital. I’ll confine my remarks 
to investment in physical infrastructure or physical capital, but a 
lot of what I have to say, I think, also applies to investments in 
human capital. 

Any economic intervention in a market calls into question how 
the markets are doing. This is not necessarily an attack, a general 
attack on markets, but one has to ask the question, why is govern- 
ment involved in public investment? So the first thing I want to 



19 


talk about briefly is just some justification for what I call public 
production. That’s what we’re dealing here with, physical capital. 
Then I’ll assess how government policy has performed in this task, 
and then I’ll briefly conclude with some policy suggestions. 

All right. Justification. The main justification for economic in- 
volvement in public production is market failure. That is, there is 
the view that the market would not provide a good or service that 
is socially desirable even though it’s privately unprofitable. For ex- 
ample, roads. The roads system is extremely expensive to con- 
struct. It would be extremely expensive and difficult for the private 
sector to raise all the capital to build the interstate. Even if they 
could raise the capital, they’d be encumbered by such great debt 
that they’d probably never make a profit. 

Or, for example, an urban rail system. It may not be that they’re 
going to be able to attract sufficient demand, or with competition 
from autos get higher fares to support a private sector rail system 
that’s profitable. But these things could be socially desirable in 
terms of the benefits to the public exceed the subsidies that are re- 
quired to keep them going. 

So, if the public is involved then in doing this, and we see this 
in a number of areas, certainly in the transportation infrastruc- 
ture — highways, airports, inland waterway systems, public invest- 
ment involved there — public land management — and then serv- 
ices — urban bus, urban rail, and inner city rail service, that is Am- 
trak. Postal Service the like — all areas of public investment. The 
question is, how well has the government done? Has it performed 
efficiently? This is not a question of whether these things are desir- 
able. Presumably they are. The question is, are they being provided 
in an efficient way? 

My assessment will be drawn from my book. The book is entitled 
Government Failure Versus Market Failure. It’s actually available 
for free on my Web site. Don’t tell Brookings I’ve said that if you 
want to see it, but it is on my Web site. What the book is about 
broadly is retrospective assessments by the economics profession 
about what we really know about how government has performed 
in this area. Some of the work I’ve done, obviously, or I probably 
wouldn’t have written the book, but mainly the work is done by a 
lot of other economists. 

The general lesson you get out of the work is that research accu- 
mulates. We don’t start from square one. We now have really a 
core of knowledge that we can build on to get to, “truth”; that is, 
at least the state of knowledge we have at the time, and this could 
be quite powerful, I think, in our understanding. 

Let me begin before getting to that evidence with just some de- 
scriptive statistics to get some intuition. You observe growth in 
highway congestion and delays, something probably all of you live 
with, you see that. Growth in air travel delays. You certainly hear 
about that. Growth in urban transit deficits. You probably hear 
about that, or certainly the issue of the Dulles extension costing $4 
billion raises questions and obviously, you’re all aware of the big 
dig, that costing a little bit more than we planned on it costing. 

So that suggests that public investment might be characterized 
by serious inefficiencies. It need not be. These things may be just 
the price of getting socially desirable goods and services. However, 
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the academic evidence that I mentioned actually does reinforce in- 
tuition that in fact there have been tremendous inefficiencies in all 
these areas that have cost of hundreds of billions of dollars and are 
a drag on economic growth. 

There are a number of sources for where the problems lie, but 
I’ll just touch on two — inefficient pricing and inefficient investment. 
Quick examples. The problem with pricing like in the area of high- 
ways. Highways are underpriced in the sense that the users who 
contribute to congestion don’t have to pay for that congestion, so 
there is demand for capacity but people do not have to pay for that. 
And that’s a wrong signal for investment. We think we need more 
roads, but if we price them efficiently, perhaps we wouldn’t. 

Trucks. Trucks tear up the roads because they’re big and heavy 
and all that, but the damage is related to the weight per axle. That 
is, if you have more axles, that is good, that helps your weight and 
you do less damage. It displaces your weight. You do less damage 
to the road. However, the way we price roads is with a gas tax, 
which is perverse. It penalizes trucks who do the least damage, be- 
cause they’re the ones with more axles, but they get less fuel econ- 
omy, okay. But this is exactly the kinds of ways that we are allo- 
cating resources in roads. 

Road investment. Pavements. They should be trading off up-front 
capital costs for ongoing maintenance costs. A thick road doesn’t 
have to be maintained as much. What’s happening is, we 
underbuild roads, they’re maintained a lot. They don’t last as long, 
and we wind up increasing expenditures, okay. These are some of 
many examples that I could talk about just in terms of specific poli- 
cies that have led to serious inefficiencies in public production and 
public provision of infrastructure. As noted, the implication is, a lot 
of waste and resources, as I said, hundreds of billions of dollars a 
year; a drag on economic growth, so you actually see the return on 
investment in these areas is low. I’ve estimated that one dollar of 
spending on highways reduces congestion costs only 11 cents. So I 
guess I’m suspicious of claims that we should increase spending. 
Why do we want to increase spending when we’re getting such low 
rates of return? Usually, that’s not where you want to be putting 
your resources. 

Where then do I see policy? First, you look at what the source 
of the problem is. A lot of this, obviously, deals with political econ- 
omy, and you could actually give better testimony than I could 
about the pressures to lead to waste in spending, also rigidity of 
agencies. The real concern, regardless of what you think, the story 
is these inefficiencies has persisted for decades, and there are real 
concerns about seeing reform, but growing interest in when the pri- 
vate sector could do b^etter. 

So here is where I think we now have to have a broader vision, 
not just public-private partnerships, but serious consideration of 
the, “counter factual,” that is, privatization. 

We could, in all these areas of the private sector, do better. I 
think it would be premature to recommend this, but the success of 
deregulation, not only as a policy, but getting bipartisan support, 
was through experiments, that is without knowledge of what intra- 
state airline competition was doing, lower fares compared with 
interstate, without knowledge of deregulated commodities, how 
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they compared to the price of regulated commodities, I do not think 
Congress will be enthusiastic about deregulation. 

What I am calling for is growing interest in experiments of pri- 
vatization, in a variety of areas. Obviously, I do not have enough 
time to go into how this could be done. I think there is a lot more 
thought that goes into it. 

I would suggest that such experiments might reveal ways that 
the private sector can help in far greater ways than we could pos- 
sibly imagine, and transform a lot of our infrastructure in urban 
services in ways that we could not imagine just as how deregula- 
tion has transformed our inner city system and generated such 
high benefits. 

Thank you. 

[The prepared statement of Mr. Winston can be found on page 
73 of the appendix.] 

The Chairman. Thank you. 

Our final witness, and then we will have questions, is Mr. An- 
drew Haughwout, who is a member of the Research and Statistics 
Group of the Federal Reserve Bank of New York. 

Mr. Haughwout? 

STATEMENT OF ANDREW F. HAUGHWOUT, RESEARCH AND 
STATISTICS GROUP, FEDERAL RESERVE BANK OF NEW YORK 

Mr. Haughwout. Chairman Frank, and members of the com- 
mittee, thank you veiy much for the opportunity to speak to you 
on the subject of public investment. 

Today, I will be discussing research on public investment and its 
relationship to economic growth and wellbeing. 

All of the views I will express are my own and are not those of 
the Federal Reserve Bank of New York or the Federal Reserve Sys- 
tem. 

Physical public capital, what I will refer to as, “infrastructure,” 
is the dominant component of the Nation’s publicly owned wealth, 
and it is that kind of investment that my own research is focused 
on. 

Infrastructure consists largely of highways and streets, buildings 
like schools and city halls, and sewer and water systems. 

Public capital is a very important part of the Nation’s wealth. 
Public investment in physical capital was over $430 billion in 2006, 
adding to a stock of publicly owned physical capital that would 
have cost nearly $8 trillion to replace in 2005. 

About 90 percent of the non-defense public assets in the United 
States are owned by State and local governments. Nonetheless, the 
Federal Government plays a large role by helping to finance the 
construction of capital goods that State and local governments own. 

The ultimate goal of the large amount of resources devoted to 
public investment is improvement of the welfare of the American 
people. 

Today, I will discuss three crucial issues surrounding public in- 
frastructure: its effects on economic growth; its effects on household 
quality of life; and how these benefits are influenced by the way 
we finance and locate new investments. 

The first issue is the relationship between infrastructure and 
economic growth. Well-functioning infrastructure systems are crit- 
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ical to a well-functioning economy, but it is clear that the United 
States already has extensive public infrastructure. 

The evidence we currently have points to a conclusion that addi- 
tional infrastructure investments do increase productivity but those 
effects are probably smaller than the benefits of private capital. 

Early estimates from the 1980’s had indicated that infrastruc- 
ture’s contribution to private output was approximately twice as 
large as that of private capital, which led to concerns of a severe 
infrastructure shortfall. 

More recent research has resulted in significantly lower esti- 
mates of the productivity of infrastructure, and most economists 
now agree that the earlier estimates were too high. 

The second central issue, which has received far less attention 
from economists, is the direct benefits that infrastructure provides 
to households. An example may clarify what I mean. 

Imagine that a State builds a new road from your home to your 
place of work that cuts your one way commuting time by 15 min- 
utes. Will you arrive earlier at work each day or sleep later? 

The way economists have thought about infrastructure implies 
that all employees will get to work earlier, increasing the output 
they produce. At least some workers will probably sleep later or 
read the paper longer each morning. This increased leisure will not 
be accurately measured in standard studies of income or produc- 
tivity, but it is still a real benefit since it improves quality of life. 

These quality-of-life benefits of public investments have been less 
well studied, but some evidence is available. In my own work, I 
have estimated that the value to households of increases in infra- 
structure is considerably higher than the comparable benefit to 
firms. 

The issue of infrastructure’s effect on wellbeing is broader than 
its effect on income. 

The third issue I would like to emphasize is that the way we fi- 
nance and select infrastructure projects affects location patterns. 
This dimension is important since where activities occur has sig- 
nificant effects on levels of productivity and income growth. 

Thus, an important way in which infrastructure policy can poten- 
tially affect economic growth is through its effect on location pat- 
terns. 

Research indicates that private firms in dense urban environ- 
ments are more productive than in less developed areas. Because 
they are often placed in relatively undeveloped areas, public invest- 
ments provide individual firms and households with incentives to 
move from more to less dense environments, but if this re-distribu- 
tion of activity reduces productivity growth, then the placement of 
new infrastructure in relatively undeveloped areas may not be the 
most effective use of public monies. 

The complex way we finance public investments allows localities 
to receive the benefits of public works, while much of the cost is 
paid by taxpayers elsewhere. 

Regional decisionmaking bodies are authorized to allocate trans- 
portation investment budgets, but do not typically control the size 
of these budgets. 
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Maximizing the effectiveness of our public investment budget re- 
quires careful attention to both the level of funding and the design 
of institutions for allocating infrastructure investments. 

Thank you. 

[The prepared statement of Mr. Haughwout can be found on page 
45 of the appendix.] 

The Chairman. Thank you all, very much. 

It is 3:00 on a Friday afternoon. We are through with votes. 
There are five members here and a couple of others in and out. 
There is some interest in this, and we intend to continue to discuss 
it. 

Mr. Winston, to get a sense of this, you talk on pages two and 
three about transit pricing — three and four. You talk about how it 
is below what is needed. 

Would you recommend raising the fares for public transit? You 
say it would be privatized. Would a private company doing the 
transit then raise the fares? 

Mr. Winston. Let me step back. 

The Chairman. No, please do not step back. We do not have 
time. That is the question. 

Mr. Winston. Ultimately, yes. My expectation would be that the 
subsidies are something that would not be sustained in a private 
system. 

The Chairman. You would advocate turning it over to a private 
company which would raise the fares? 

Mr. Winston. I would advocate a private company to do two 
things. First, try to minimize the cost of service. That is a critical 
part. My expectation, even with a lower cost of service, is that fares 
would probably be higher; yes. 

The Chairman. Thank you. 

Dr. Drake, one of the things that concerns me is that we are told 
by some — ^Alan Greenspan, Ben Bernanke — that yes, we have more 
inequality than it is healthy for society to have, and they have ar- 
gued, and others have argued, that the major way to diminish it, 
never to try to even come close to abolishing it, is through edu- 
cation. 

I believe they are putting too much of a burden on education 
going forward, and certainly education does not take care of all the 
people who are already in their 30’s and 40’s, but even if we are 
talking about education going forward, my view is that part of the 
problem is if you simultaneously are an advocate for steady reduc- 
tion in government spending kind of across the board, you are 
going to have problems. A critical element in the education is going 
to have to come from public funding. What is the state of the cur- 
rent level of Federal and State funding for education? 

Can the private sector make up for it? Do you think we need 
more public support for education, particularly higher education? 

Dr. Drake. A complicated question, and I think a challenging 
one. I believe that Federal support for public education is a critical 
factor that has made this country what it is. 

I speak from the higher education point of view first, and say 
that if we look at the United States in the last half of the 20th cen- 
tury, compared to the United States in its history before that time, 
things that made us a leader among nations were things that came 



24 


from our higher education compact, and things that we brought to 
society from the education system, and a lot of the growth over this 
last several decades has been the result of Federal investment of 
research and other things that have come from higher education. 

I would say at the same time, from the time I grew up going to 
public schools, that the level of investment and the level of quality 
in public schools across the country is just very different than it 
seemed like it was when I was attending. 

The Chairman. When I talk about, “public,” I am talking about 
public support for higher education. That is what concerns me. 

What is the current projection — I agree with you that higher edu- 
cation has been important. From the standpoint of diminishing, re- 
ducing inequality, it seems to me that there is going to need to be 
a public funding element of higher education. 

What is the state of that today? In terms of the accessibility of 
people from poor families, lower income families, what kind of ac- 
cess do they have to your institution? 

Dr. Drake. We at the University of California actually have a 
very proud record of access to lower income families, about a third 
of our students, 30 percent of our students, are PELL grant eligi- 
ble, which is the highest of any comparable institution in the coun- 
try. We are very proud of that. 

I will say that every year there is increasing stress on families 
to be able to support their students in our education system. As 
fees go up, the stretch and strain on families, particularly middle 
income families, becomes an increasingly large burden. 

We work quite hard to try to do everything we can to keep costs 
as low as possible while maintaining the excellence that is required 
to be leaders nationally. 

I will say that State support is the way that we would see it 
most actively. From the time I was a medical student at the Uni- 
versity of California, San Francisco, now 30 years ago, the percent- 
age of State support has dropped to about half of what it was be- 
fore. I think that is troublesome. 

The Chairman. That is very troubling. State universities in gen- 
eral say that well, the trend has been much lower. I just wish 
when people talk across the board for lower public expenditures, 
they will understand that among the expenditures that have been 
lowered is support for higher education. 

My time has expired. The gentleman from Texas. 

Mr. Neugebauer. Thank you, Mr. Chairman. I will say this has 
been a great panel. 

Dr. Drake, I want to go back to something that you said that I 
agree with. The country has been an enormous benefactor of the 
research that has gone on in many of our universities in the tech- 
nology. You pointed out the GPS, and that is not only something 
we enjoy in the military. 

As a policymaker, one of the things we face is something that 
you were kind of alluding to, we have this huge appetite from our 
research universities that if you will give us more money, we can 
do more research, and in fact, provide a better educational oppor- 
tunity for our students who are coming there. 
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Then the other piece of it is that we hear more and more of our 
students are having trouble at the other end of the spectrum, of be- 
coming a student. 

What are some things that you think we can do at our level to 
do that? Either we are going to be giving you folks more money for 
research or we are going to be helping more students get into the 
system. Somewhere in the middle, I guess, is the appropriate bal- 
ance. I do not know that we have found that yet. 

Dr. Drake. Yes. I was going to say both, but I guess it was not 
one of my options. 

Mr. Neugebauer. Everybody who comes up here, that is their 
answer. We are looking for some solutions here. 

Dr. Drake. I understand. I would say a couple of things. One, 
I am here to support research. I think supporting students is also 
critically important, and there really is a balance. We do what we 
can actually, and in a lot of our research, we do educational re- 
search also, to look at how we can help to improve the educational 
system. 

In fact, in California, we have recently started a new initiative 
at the University of California to go and do something called the 
Science and Math Initiative, where people from our campuses work 
in K-12 to try to help the production of K-12 individuals be strong- 
er in the science and math areas particularly, those things that are 
important for technology as it goes forward. 

It is a critically important balance. I think you often have the 
challenge — I do not mean to make the analogy, but as a chancellor, 
all day I have people coming to me with good things that they 
would like for me to do, and then more good things than we can 
do, and there is a balance between those two. 

As a country, we have done very, very well over these last sev- 
eral decades in that balance. I think it is important to stay the 
course. 

Mr. Neugebauer. Thank you. 

Mr. Winston, I was listening to your discussions about infrastruc- 
ture and to the extent of letting the market forces be much a part 
of that as you can, and I agree with that. 

One of the interesting concepts that I have been toying with as 
a former city council member and then later working on a trans- 
portation project, is a concept of buying down. 

Do you know what to buy down a mortgage is? To pay fees up 
front to make the interest rate less on a mortgage, so you pay some 
up front. 

One of the things I have been a proponent of is letting the public 
sector buy some of that down to an economic level and where it 
makes sense for then the private sector to be able to take that. 
That leverages those dollars. 

Let’s just say we could build a road for $1 million, using all pub- 
lic money. Dr. Drake here needs money for education and those 
kinds of things. 

If we could put, say, $100,000 of public money into that transpor- 
tation system and let the private sector put the other $900,000 in, 
and let the private sector maintain that road and keep it up from 
that point forward, that frees up my $900,000 for education and 
schools and research and other kinds of things. 
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That creates an interesting debate. There are a lot of laws 
against mixing private and public money and taxpayers’ money to- 
gether. 

What are your thoughts on that concept? 

Mr. Winston. My concern about that is that although you can 
sort of name, in your example, hard fees, $100,000 versus 
$900,000, in practice, once we go down a road like that, there is 
the risk that the $100,000 is not enough, that the private sector is 
involved. 

We sort of got a sense of this in private investment possibly in 
a high speed rail, inner city rail, there were supposed to be projects 
that were going to go in that way, but the private sector initially 
was interested, and then after making further inquiry into what it 
was going to cost, they came back and said, “No, we are going to 
need more money.” 

If we could really agree there were going to be limits and that 
these limits we could identify were sort of the tipping point that 
would be just what the private sector needed to attract them, that 
would be great. 

I think as a practical matter, the system could be gamed, and 
once they get in, there can be problems. 

I am weary about that. I am also weary about the incentives for 
the most important thing that I am really looking for in this area, 
which is innovation. 

When the private sector fully has a stake in these systems, then 
they start to think out of the box and start making the kinds of 
technological changes and innovations that are unencumbered by 
the public sector, and that often can give you the sort of biggest 
return, the things you just cannot anticipate and you cannot see. 

Unfortunately, I cannot say that I am enthusiastic about those 
kinds of arrangements. 

Mr. Neugebauer. Thank you. 

Mr. Green, [presiding] The gentleman’s time has expired. I will 
now yield myself 5 minutes. 

If I may, I would like to visit with you, Mr. Rapoport. I would 
like to go to page six of your codified instrument. 

On page six, near the very bottom of the page, the language 
reads, “Public Medicare is enormously more efficient than its pri- 
vate counterparts, with far fewer administrative costs. 

“The VA hospital system, with its efficiencies of scale, long-stand- 
ing patient relationships, and comprehensive care, does a better 
and more cost effective job than its fragmented private sector coun- 
terparts. 

“But in the health care debate thus far, our market oriented 
blinders have kept us from learning these lessons.” 

What I would like to know is, and this may not be the best time 
to talk about the VA system, given some of the things we have 
heard in the news lately, please, if you would, tell us what we can 
learn from this in terms of health care for people in the main. 

Mr. Rapoport. The most recent information that I drew from in 
talking about the VA was a very interesting piece from the Boston 
Globe by Drake Bennett on March 11th, which sort of looked very 
closely at what the actual cost and quality implications were of the 



27 


VA, which obviously as you know, does not impact running the 
Walter Reed Hospital, it is a separate system. 

And what they found is because there was such a long term cli- 
entele, if you will, that is people who use the VA system as their 
main source of health care, that there was an up front investment 
in the proper testing and the proper long term care that they got, 
which actually lowered the costs of medical care, gave them very, 
very good care, had a very high satisfaction rate, and a relatively 
low administrative cost, as opposed to in the privatized system 
where patients are going from one place to another to another to 
another, and often not as properly coordinated. 

The administrative costs were low and the quality of care was ac- 
tually quite good. It sort of came as a surprise to the writer of the 
article as he investigated it, but that is what he came back with. 

Mr. Green. How would you respond to the notion of some sort 
of nationwide health plan that covers everyone that has govern- 
ment involvement? 

Mr. Rapoport. This is somewhat out of my area of full expertise. 
I would generally say that as an area of needed public investment, 
creating a health care system where we have universal coverage for 
everyone with administrative costs that are kept under control 
would be an extraordinarily important investment for the health, 
wellbeing, and ultimate productivity of society. 

Almost every other industrialized country that our businesses 
compete with pay for the health care of their citizens in one holistic 
system as opposed to putting the burden onto the corporations or 
putting it onto the individual. 

I think that would be a very productive way to do it. By the way, 
one very easy way to think about this would be to expand Medicare 
to a different age population. It has fairly low administrative costs, 
and I think that would be a good step forward. 

Yes, I think as a matter of an area for public investment that 
would pay very high returns, I happen to believe that would be a 
good one. 

Mr. Green. Would anyone else care to comment? 

Dr. Drake. I should. This has been my field. I am also chair of 
a group now called the Association of Academic Health Centers for 
the United States, where we look at this very carefully. 

It would be incredibly helpful for the efficiency of the health care 
system in this country and for the health of our citizens. 

Mr. Green. Thank you. At this time, I will yield 5 minutes to 
the gentleman from California, Mr. Campbell. 

Mr. Campbell. Thank you, Mr. Chairman. Welcome all, and a 
special welcome to you. Chancellor Drake. 

The University of California, as I recall, a few years ago, about 
18 percent of its total budget was State funds, total revenue, in- 
come, if you will. I do not remember how much was Federal or how 
much was tuition or how much was privately raised. 

Can you tell me what that is either for the University of Cali- 
fornia, of which I am an undergraduate product, by the way, or 
UCI? 

Dr. Drake. At Irvine, the State funds for Irvine are just under 
$300 million a year in a budget of $1.4 billion. You can do the 
math. We come out at around 20 percent. It is higher at campuses 
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that have no medical facility, because that is a big part of our 
budget at Irvine. 

At Santa Cruz or Riverside, the percentage of State funding 
would be higher. It would be lower at a place like UC, San Fran- 
cisco, where it is closer to 10 percent. 

Mr. Campbell. How much is private? 

Dr. Drake. There is $300 million. State. Our Federal research 
grants and contracts are around 200 to $250 million a year, so we 
are looking toward about $600 million for us. 

A lot of the rest of that, about $600 million of that, would be in 
the health care part of our budget. A large part of the health care 
budget then is Medicare and other things, probably about half of 
that. 

The private investment in our research enterprise is actually rel- 
atively small. Students also pay fees at our institution — 25,000 stu- 
dents at a fee of about $7,000 to $8,000 per student also is a big 
part of our budget. 

Mr. Campbell. And you have private contributions as well? 

Dr. Drake. And we have private contributions. Last year, about 
$100 million, for a campus of our size. It is a public/private part- 
nership in that way. 

Mr. Campbell. I am sure you would like to see more of every- 
thing. That is your job. Is that balanced? How does that balance 
feel to you or is there an objective within the University of Cali- 
fornia to change that balance? 

Dr. Drake. Yes. There is an objective in two ways. I will tell you 
the places that we have looked at, and the place that is in the pri- 
vate sector and the place that is in the public sector. 

In the private sector, we look actually for more fund raising. As 
the State, in this case, not the Federal Government, has decreased 
its support for higher education on a percentage basis, that puts 
stress on our ability to be able to compete for faculty and others 
with private institutions who charge much, much more for what 
they provide, 5 times as much, almost, for tuition. 

We have a hard time competing if the State fraction goes down, 
unless we have private support to help us. 

The place where it is most important for us to have Federal sup- 
port is what I mentioned today, which is one of the most important 
places, which is in the research enterprise. 

As we grow forward, that funding of basic research is not as at- 
tractive to the private sector. There is some. We have a lot of pub- 
lic/private partnerships. We care a lot about those. True basic re- 
search, when you are not even necessarily thinking about the prod- 
uct, is something that the private sector tends not to invest in very 
heavily. 

Mr. Campbell. You mentioned the doubling of NIH funds. I have 
heard some criticism, not specific to NIH, but that lots of money 
goes into research and where there is not a lot of product, output. 

You talked about basic research, which can have a very long ges- 
tation period. 

Is there something we could or should be doing with NIH to 
make it more effective or efficient? 

Dr. Drake. I think that NIH is the envy of the world. As we 
travel around the world, when other countries are trying to emu- 
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late the great success of the United States, they try to put together 
something like the NIH, where you have a fund of money that is 
peer reviewed hy scientists looking at the best ideas and the best 
new science that has a long enough period of support that a young 
scientist can become involved in an area and create a career by 
making real discoveries. 

This has been an incredible model for us. As I mentioned, as we 
look at the United States in the last 60 to 70 years, and the real 
advances, particularly in the area that I work in, which is in medi- 
cine, we see them coming from discovery upon discovery that builds 
this great foundation. 

I am a supporter. I worked in the lab and did basic research. I 
am a supporter of basic research based on peer reviewed merit, so 
we look at the best ideas and lead those forward, and then actually 
as that becomes a part of our knowledge, we then can look at ways 
to apply it later on. 

We have done it awfully well in this past period. 

Mr. Campbell. No suggestions? 

Dr. Drake. I would say that continuing to fund it at an adequate 
level is the most important thing. I am being as honest as I can. 
It really has worked. It is really the envy of the world. It has 
worked quite well. It needs your continued support. 

Mr. Campbell. Let me ask anybody who wants to answer. I am 
a CPA, so this is a bean counter oriented question. 

One of the things that is unique to government accounting is 
that when public money is spent on something that has a useful 
life that is long, such as a road or a building at the University of 
California, Irvine, or wherever, we expense it all when the cash is 
put out, when the building is bought, which outside of government, 
that is not done at all in accounting. 

Obviously, that affects decisionmaking. Has anybody ever 
thought about that or does anybody think that government should 
act more like private entities and set up an asset and depreciate 
those? 

Yes. I will butcher your name if I say it. I will let you say it. 

Mr. Haughwout. I am Andy Haughwout from the Federal Re- 
serve Bank of New York. 

I think it is important to note that State and local governments 
budget more in the way you are describing the private sector budg- 
eting, that is to say they have capital budgets, which allow the use 
of debt to finance along with capital projects, and then pay for op- 
erating expenses, including maintenance, out of current revenues. 

I think for those governments, that kind of institutional arrange- 
ment allows for the kind of long term planning you were alluding 
to. 

Mr. Campbell. Mr. Rapoport, a question for you, and I guess 
probably my last question. 

Right now. Federal Government spending is about 20 percent of 
gross domestic product, and Federal taxes are slightly below that, 
hence, the deficit, I think 18.6, something like that. 

That is about the historic average since 1960. A lot of the things 
that you suggest in your testimony would obviously increase that 
dramatically. That is just the Federal Government. I cannot recall 
the number with State and local, but I think it is somewhere north 
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of 30-something percent of GDP that is government related activ- 
ity. 

I would assume with the things that you are suggesting that you 
would take taxes considerably higher than the 18.6 they are at now 
and government spending higher than that. 

Is there some place you think that can go without hurting the 
economy? 

Mr. Rapoport. Yes, I would take it higher, actually. I think one 
of the places to look for comparison — the costs for health care, for 
instance, are borne somewhere. They are either borne by the gov- 
ernment or they are borne by major corporations who pay for 
health care, or they borne by the individual. The costs are done. 

In a number of the European countries, which in fact have done 
reasonably well in the global economy and on a trading basis as we 
have and have not had the kinds of inequality increases that the 
United States has had over the time, the taxation levels are up 
closer to 30 percent and yet if you actually take the costs to a con- 
sumer or taxpayer, and if you take out the health care costs that 
they no longer need to pay or the other costs, it may not be a much 
greater cost. 

I might go up to the upper 20’s and lower the costs for people 
in society in other ways. 

Mr. Campbell. Be more like Sweden. 

Mr. Rapoport. Not a bad idea. 

The Chairman. The other countries, how many are spending 
$100 billion a year on a war in Iraq? 

Mr. Rapoport. Is that a question? 

The Chairman. Yes. 

Mr. Rapoport. None that I know of. 

The Chairman. Thank you. 

With that, the hearing is adjourned. 

[Whereupon, at 3:42 p.m., the hearing was adjourned.] 
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Good afternoon, Chairman Frank, Ranking Member Bachus, and Committee members. Thank 
you for the opportunity to appear before you today to address the very important issue of public 
investment by the federal government in basic scientific research. This hearing serves as a 
reminder of the value of long-term public investment in general, and I look forward to discussing 
this issue with Committee members. 

First, I should introduce myself and my institution. I am the Chancellor of the University of 
California, Irvine, which is one of ten campuses of the University of California (UC) system. At 
UC Irvine (UCI), we have nearly 26,000 students, and we conduct research in a wide range of 
the sciences that are supported by the National Institutes of Health (NIH), the National Science 
Foundation, the Departments of Defense and Energy, NASA, NOAA and several other federal 
research agencies. In 2006, UC Irvine received approximately SI 97 million from federal 
agencies to support peer-reviewed research projects. UC Irvine is among six UC campuses that 
belong to the Association of American Universities, an organization of 60 U.S. and 2 Canadian 
research universities that generally represent the cream of America’s public and private research 
universities. AAU members perform about 60 percent of federally supported university-based 
research. 

Our nation’s system of higher education, particularly its diverse range of public universities, is a 
unique example of public investment that has paid enormous dividends for our nation. Federal 
investments in students and research build our human capital, propel the economy, improve 
health and quality of life, strengthen our national security, and help to ensure a strong and lasting 
democracy. In short, the American model of intertwining investment in education and research 
at thousands of independent public and private institutions has forged a success story 
unprecedented in history and is a model that is now being imitated by other nations in Asia and 
Europe. 

America’s colleges and universities produce human and intellectual capital that are the twin 
engines of economic growth. While public investment is not the only source of support, it is the 
single most important and certainly the added ingredient that has made U.S. research universities 
the envy of the world. As you well know, Mr. Chairman, from your personal experience, it is 
that formula that spawned the “Route 128” economic phenomenon in Massachusetts, as well as 
Silicon Valley in my stale of California. 
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I am here today as the leader of a research university and my testimony will focus on the benefits 
of the research we and other universities conduct with the support of and on behalf of the federal 
government. 

THE FEDERAL INVESTMENT IN STUDENTS 

Before I do, given the nature of this hearing, I would not want to miss the opportunity to reiterate 
briefly the importance of the federal investment in student aid. The federal government is a 
critical partner in higher education, as we educate students, perform research, and provide 
healthcare services. Federal government funding is key to helping students attend college 
regardless of their income. The United States has made great progress in providing educational 
opportunity for all, but more work needs to be done. Since 1973, the portion of the nation’s 
workforce with a college degree or higher has doubled. This growth would not have been 
possible without the partnership between the two largest sources of financial support for college 
students: the federal government and postsecondary educational institutions. 

Federal student aid has helped to shape American postsecondary education since World War IL 
Starting with the GI Bill, enacted in 1944, the federal government has extended higher education 
opportunities to millions of men and women who otherwise might never have gone to college. 
Several landmark measures that followed the GI Bill have laid the foundation of our current 
federal student aid system. 

These include the 1958 National Defense Education Act, which created what is now called the 
Perkins Loan Program; the 1964 Economic Opportunity Act, which established the college 
work-study program; and the 1 965 Higher Education Act, which set the framework for federal 
aid and now authorizes Pell Grants, the Supplemental Educational Opportunity Grant (SEOG), 
Leveraging Educational Assistance Partnership (LEAP), and the Federal Family Education Loan 
(FFEL) and Direct Loan (DL) programs. 

The Pell Grant is the cornerstone of today’s federal need-based student aid programs. It 
constitutes 68 percent of federal grant aid to students, helping more than five million 
undergraduate students attend college. Unfortunately, the maximum Pell Grant has lost 
considerable buying power over the past several years,' dropping 20 percent in constant dollars 
since 1975. We appreciate that, for the first time in five years, Congress enacted an increase in 
the maximum Pell Grant award to $4,310, but this is far short of the higher education 
community’s recommended goal for 2008 of $5,100. Investing in Pell Grants is the most 
important way the federal government can continue to provide access and opportunity to all 
those who wish to attend college. 

Congress also has established two programs that are very important to research universities 
because they assist graduate students - the Graduate Assistance in Areas of National Need 
(GAANN) and Javits Fellowships. These programs support the entire range of academic 
disciplines, including the sciences, arts, social sciences, and the humanities. Recipients of these 
awards are expected to become experts who will contribute to the research, training, and 
innovation that are critical to maintaining and advancing our technology infrastructure, national 
security, and economic prosperity. 
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It is also important to note that the largest portion of grant aid to students actually comes from 
colleges and universities themselves. They provide 41 percent of total grant aid, with federal 
grants (including loans) composing 3 1 percent and states and private sources providing the 
remaining support. AAU’s 60 U.S. institutions alone provided approximately $2 billion in grant 
aid to complement the federal investment in student aid in FY2005-06. My own university 
provided nearly $63 million in institutional aid in 2005. 

THE FEDERAL INVESTMENT IN RESEARCH 

Now I would like to turn to the federal government’s investment in university-based research. It 
is important first to provide some historical context. Mr. Rohatyn has done an excellent job of 
describing some of the important investments made by the United States government, in the 19th 
and 20th centuries particularly, that laid the foundation for this nation becoming the superpower 
and the global economic powerhouse that it is today. 

I would like to describe one more, and that is the series of legislative and budgetary actions that 
followed the successful launch of Sputnik by the Soviet Union on October 4, 1957, 50 years ago 
next October. That event was a signal that our nation’s scientific and educational leadership 
could not be taken for granted, that instead we needed to expand our investment in the system if 
we wanted to stay ahead. After Sputnik, a national strategy making education and research 
central to the building of American strength emerged virtually overnight. 

Our government’s investment in scientific research grew significantly after World War II, due to 
the belief that it had been a very important contributor to our military success. Based in part on a 
groundbreaking report, “Science - The Endless Frontier,” by the Massachusetts Institute of 
Technology’s (MIT) Vannevar Bush, who served as President Franklin Roosevelt’s unofficial 
science advisor, we created a number of new scientific institutions. In 1948, Congress 
established the National Institutes of Health and in 1950 the government also created the 
National Science Foundation to support basic research. 

The launch of Sputnik in 1957 prompted Congress to vastly strengthen the government’s 
scientific enterprise and to create a number of new institutions such as NASA and the 
Department of Defense’s Advanced Research Project Agency - now known as DARPA. In the 
years immediately following Sputnik, between 1957 and 1961 , the federal investment in research 
and development more than doubled, and total government outlays for basic research at NSF and 
other agencies tripled. Based on a mode! established during World War II, much of this 
investment went into laboratories at U.S. universities, which were viewed as the government’s 
partners in conducting research. 

The education portion of the post-Sputnik strategy was embodied in the National Defense 
Education Act (NDEA) of 1958. It created new programs to support the development of modem 
cuiTicula in K-12 science and math and to upgrade the quality of science teaching; it created new 
graduate fellowships to encourage development and expansion of Ph.D. programs in all 
disciplines; it provided for low-interest student loans to undergraduate and graduate students 
with financial need; and it authorized the creation of foreign language and area studies centers to 
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improve the nation’s knowledge of languages and cultures, as well as institutes to train 
elementary and secondary foreign language teachers. 

These combined developments created an unrivaled research enterprise, helping to quadruple the 
number of U.S. Nobel prize winners in science in the second half of the 20"' century and leading 
to untold discoveries that helped to transform the country and, indeed, much of the world. 

There is no doubt that university research is a vital building block in our nation's R&D 
enterprise. Universities perform 54 percent of the nation's basic research. The system under 
which the federal government supports university research has long been a uniquely American 
system. Many other nations maintain bureaucratic control over research through national 
research institutes. 

In our country, the merit review system ensures that support for research is based on scientific 
merit rather than other considerations such as politics or heavy-handed bureaucratic control. 
Indeed, the merit review process has provided the opportunity for the world’s best research to be 
conducted at universities both small and large across this country, an opportunity that has 
fostered the development of the extraordinary science that we have experienced for the past half 
century and more. 

Moreover, this system produces what I believe is one of the world’s great “twofers,” Because 
along with creating new knowledge and the foundation for new products and processes, U.S. 
universities use their research activities to educate students who will become the next 
generation's scientists, teachers, and leaders in government and industry. 

My own university is an excellent example. Over the past 40 years, as a consequence of hard 
work, many good recruitment decisions, and important state and federal investments, UCI has 
risen to become of one of our country’s leading research university campuses. We are now an 
important part of our nation’s innovation system, and of our regional economic growth. Of 
course our graduate students spend much of their time in our laboratories, and much of the work 
in which they have the opportunity to participate is federally funded. But this is often true of 
undergraduate students as well. Faculty-mentored research has become an integral component of 
the education an undergraduate receives at UCI, including participation in research supported by 
NIH, NSF, and other federal agencies. 

The American model of higher education, in which education and research are intricately 
entwined, allows for fusion of the educational experience. This close linking of education and 
research is training the future workforce of our nation. A fundamental reality of American 
science is that, as likely as not, the scientist who produces the next great discovery will have 
worked as a graduate student in a lab funded by a federal research agency and have conducted 
his or her own award-winning research with federal support. And every American is better off 
for our having developed this unique combination of research and education. 

Indeed, the successes of this system are so extraordinary, that we often take them for granted. 

We often forget how big a role federally supported university research has played in laying the 
foundation for products and other advances that have fundamentally changed how Americans 
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live, dramatically improved the quality and length of our lives, made business and our economy 
exponentially more productive, helped us to defend our country, and taught us ever more 
amazing things about the world and the universe in which we live. 

In my own field of medicine alone, annual cancer deaths in the United States have fallen for the 
second consecutive year. This drop in cancer mortality, a first in history, is occurring despite the 
aging of our population. 

The rapid identification of HIV/ADDS in the early 1980’s was a result of research from the War 
on Cancer into the possibility that a newly discovered class of viruses, retroviruses, might cause 
cancer. 

Herb Boyer, a University of California San Francisco professor and later the founder of 
Genentech, developed the Recombinant DNA technique, which revolutionized the field of 
biology and spawned the modem biotechnology industry. This led to the creation of such 
artificial substances as human growth hormone, interferon, interleukin II, hepatitis B vaccine, 
and blood clotting and blood dissolving substances. 

Based upon projections from the 1970’s, NIH estimates that there has been a 60-percent drop in 
mortality from heart attack and stroke. Savings from the improved prevention and treatment of 
cardiovascular disease are estimated by The New York Times to return S500 billion to our 
economy annually. 

It used to take years, and often decades, to develop vaccines. But this is no longer the case, and 
our ability to identify viruses and develop vaccines continues to accelerate. Four years after the 
arrival here of the West Nile virus, candidate vaccines were in clinical trials. One month after 
the World Health Organization sounded the alarm on Sudden Acute Respiratory Syndrome 
(SARS), the vims that causes SARS had been genetically sequenced and after another six 
months, the first candidate vaccine entered a clinical trial at NIH. 

These are tmly revolutionary advances, with enormous positive benefits, that were made possible 
by our government’s support of basic research. None of this would have been possible as 
recently as fifteen years ago. 

There are countless other examples. University researchers: 

• Pioneered the development of satellite camera technology, which has led to precise 
photography vital to space exploration, weather forecasting, geology, and military 
surveillance. 

• Performed the fundamental research that led to development of the Global Positioning 
System (GPS), which has had extraordinary military and civilian applications. 

• Revolutionized agriculture by developing vaccines and treatments that have eliminated or 
controlled hundreds of plant and poultry and livestock diseases, and by developing high- 
yielding, disease-resistant fruits, vegetables, and grains. 

• Created the first digital computer and played leading roles in all phases of subsequent 
computer processing and microprocessing developments. 
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• Provided the basis for what became the Internet, and then the modem sear ch engine. 

• Developed the first atom smasher and pioneered and developed the science of nuclear 
physics, creating the modem age of nuclear power, weapons, and medicine. 

• Laid the groundwork for space exploration by developing the fundamental principles and 
technology of rocketry and played a key role in America's space program from the beginning 
to the present. 

• Developed the technologies that make possible the ubiquitous cell phones and PDAs that 
help define the way many of us live today. These technologies also make it possible for 
developing countries to acquire communications technologies quickly and advance their 
standards of living. 

And we should not forget to mention the benefits of social science research in economics, 
psychology and political science areas among others. For example, research done by economists 
on auction theory was used by the FCC to structure the phenomenally successful auctions for 
cellular spectrum that yielded tens of billions more for the government than previously expected. 

And how many inventions over the past decade have captured the public’s enthusiasm as the 
MP3, the best-known example of which is Apple’s iPod? The following graphic, created by the 
White House Office of Science and Technology Policy (OSTP), shows how this extraordinarily 
popular and innovative device is built upon several technological developments which had their 
origins in basic research funded by the federal government and conducted in large part at 
research universities. 
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IMPACT OF BASIC RESEARCH ON INNOVATION 
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As OSTP notes, this is also an excellent example of the sometimes serendipitous nature of basic 
research discoveries. They can lead to developments the scientists themselves never dreamt of. 
Even the laser — which does everything from performing eye surgery to playing music to printing 
out this paper — was originally dubbed, when it was first developed by a Columbia University 
professor, as a “solution without a problem.” 
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ECONOMIC IMPACT 


There are various measures of the economic impact of basic research and of research and 
development in general. Most notable is the work of Nobel prize-winning economist Robert 
Solow who found that significant levels of economic growth could be attributed to technological 
advances and ’’teclmical change in the broadest sense.” 

Economists attribute a significant amount of economic growth - as much as 50 percent over the 
last half century ~ to innovation, that is scientific and technological advances many of which 
were the result of federal investments in education and research. Citing innovation as the reason 
for the gains in productivity during the 1990’s, then-Federal Reserve Chairman Alan Greenspan 
told Congress: “Had the innovations of recent decade, especially in information technologies, 
not come to fruition, productivity growth during the past five to seven years, arguably would 
have continued to languish at the rate of the preceding twenty years.” 

One of the most comprehensive analyses of the economic benefits of academic research was 
conducted in the early 1 990’s by Edwin Mansfield of the University of Pennsylvania. Based 
upon his research, Mansfield concluded that the average annual rate of return to society from 
academic research was anywhere from 28 to 40 percent. The Congressional Budget Office, in a 
1993 review of Mansfield’s estimates, said that “the return from academic research, despite 
measurement problems, is sufficiently high to justify overall federal investments in this area.” 

More recently, a study by the Federal Reserve Bank of Cleveland on economic growth in 
individual states noted that innovation and education - the two primary outcomes of the federal 
research investment at our universities - were the most important factors in determining growth 
in state per capita income. The study calls into question the view held by some that 
manufacturing is the most important source of wealth. It also suggests, as more and more 
industrial leaders have stated, that the U.S. will not be able to compete in the global economy 
based on cheap labor costs. Instead we need to be smarter and more innovative if we are to 
remain globally competitive and to keep high-wage, high-value jobs from going abroad. 

Again, investments in research at our universities are critical to this process. To quote Alan 
Greenspan again, from remarks made in October 2002, “If we are to remain preeminent in 
transforming knowledge into economic value, the U.S. system of higher education must remain 
the world's leader in generating scientific and technological breakthroughs and in preparing 
W'orkers to meet the evolving demands for skilled labor.” 

In my own stale of California, one can readily see the impact on our economy of research at the 
ten campuses of the University of California. Following is a chart that we fondly refer to as the 
“bad hair” chart. This chart, developed by Dr. Cherisa Yarkin, director of economic research at 
the UC hidustry-University Cooperative Research Program, shows collaborations between 
scientists at UC campuses and businesses around our state. The color version of the chart 
distinguishes among the campuses. But the black-and-white version tells the overall story. 

Some 1,320 California R&D companies put UC research to work. 
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rav THE FEDERAL GOVERNMENT? 

A fimdamental question that we have to answer in this discussion is, why shouldn’t somebody 
else do this? After all, private industry develops this research into products, so these inventions 
and discoveries are ultimately a source of revenue for them. Why don’t they pay for the 
research? That’s a fair question. The fact is that business spends an enormous amount of money 
on research and development, htdeed, several decades ago, the federal government used to 
perform or support two-thirds of all R&D in the U.S., while business was responsible for about 
one-third. Today, the opposite is true, as the private sector supports or conducts two-thirds of all 
R&D. 

However, there is a big difference between what the government does and what business does. 
Most of what business does is development of final products, not the basic research that produces 
the building blocks that make it possible to create that final product. The iPod, which I have 
already cited, is a product that reflects the ingenuity and creativity of the American private 
sector. And Apple undoubtedly spent a very substantial amount of money to develop it. But the 
iPod would not have been possible without the basic research that came before it. 

So why doesn’t business do more basic research? For example, the private-sector labs of the 
1 960’ s, such as Bell Laboratories, are no longer doing the groundbreaking research for which 
they were so well known. The answer is that companies can't afford to do it. For the private 
sector, basic research is a high-risk investment for a number of reasons. First, the outcome is 
very uncertain in terms of products and profitability. In fact, while such investments have broad- 
based societal and economic benefits, a breakthrough in basic research supported by a company 
may ultimately benefit a competitor or an entirely different industry more than the company 
performing the research. 

Moreover, investments in basic R&D may take years to bear fruit. A potential return ten or 
twenty years out is not something our highly competitive private sector can invest for and be 
guaranteed the ability to make a profit. Norm Augustine, the former CEO of Lockheed Martin, 
chair of the National Academies of Science committee that wrote the landmark report “Rising 
Above the Gathering Storm,” and a passionate advocate of federal support for basic research, 
frequently tells how his company proudly announced a program of long-term investment in basic 
research, only to watch its stock sink. The fact is, the stock market simply won’t allow 
companies to invest significantly in long-term basic research. 

With few exceptions, the stales simply lack the means to invest heavily in R&D. California as 
the world’s 7”' largest economy is an exception to the rule. 

hi my own state of California, Governor Arnold Schwarzenegger and the state legislature have 
recognized the role of university research in helping the economy. As an example, on December 
27, Governor Schwarzenegger announced his Research and Innovation Initiative, which 
proposed to spend nearly S95 million in the state budget - $25 million from the general fund and 
$70 million from lease revenue bonds - for the four California Institutes for Science and 
Innovation. These institutes link two or more UC campuses with industry partners to focus on a 
specific area of research such as nanotechnology, biotechnology, information technology, and 
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telecommunications. One of these institutes, the California Institute for Telecommunications 
and Information Technology (Calit2), is a partnership between my campus and UC San Diego. 
Calil2 has built effective intercampus collaborations and new paradigms for performing 
multi-disciplinary research and education. It also is defining worldwide and community-based 
networking scenarios to serve a broad spectrum research areas and global societal needs. 

The Governor’s 2007 Budget proposed $30 million in lease revenue bonds to the Helios Project, 
run by the UC-managed Lawrence Berkeley National Laboratory, to create sustainable, carbon- 
neutral sources of energy. This includes the next generation of super-efficient solar energy 
technology that will help reduce greenhouse gases and oil dependency. The proposal also 
included $40 million in lease revenue bonds for UC in the event that one of its campuses won the 
global competition for British Petroleum's $500-million grant to build and operate an Energy 
Biosciences Institute. The Institute will focus on converting biomass materials into fuels, 
converting fossil fuels to energy with less environmental damage, and maximizing oil extraction 
from existing wells in environmentally sensitive ways. On February 1, BP announced that UC 
Berkeley and the Lawrence Berkeley National Lab, in partnership with the University of Illinois 
at Urbana-Champaign, had won this global competition. 

Investment in basic R&D requires both the means and being risk tolerant; two variables that the 
federal government can absorb more effectively and efficiently then states can. 

Sometimes the states seek to pick up the slack when they believe the federal government is 
lagging. For example, several states have undertaken research initiatives using embryonic stem 
cells. But as NIH Director Elias Zerhoimi told Congress just last week, state-by-state pursuit of 
any kind of research does not provide the necessary leadership. Back in California, we passed 
Proposition 71 which created the California Institute for Regenerative Medicine (CIRM). And 
while my campus receives large million dollar grants from CIRM, and continues to be a leader in 
the area of stem cell research we still fall short in terms of funding. I applaud Congress’ 
leadership on the stem cell issue and their efforts to pass legislation that will expand access to 
this valuable area of research. It is critically important that NIH has adequate funding to support 
all types of biomedical research, including stem cell research. The reality is, leadership in basic 
research must be at the national level. 

But the federal commitment to basic research has had a mixed record in recent years. It’s true 
that Congress and two successive Administrations doubled funding for the NIH over the five 
year period of FY 1 998-2003 . However, since that investment, NIH funding has not kept pace 
with inflation and the benefits of that historic investment have already started to erode. 
Additionally, research in the physical sciences and engineering has been nearly flat-funded over 
some three decades. There is now recognition in both political parties of the need for greater 
funding of research in the physical sciences, as well as a continuation of Congress’ commitment 
to fund the life sciences. Given the growing importance of interdisciplinary research, adequate 
funding for both the life sciences and the physical sciences is essential. Without it, the country 
will miss opportunities that are developing in, for example, bioinformatics, bioengineering, and 
biophtonics. These fields allow scientists to attack problems in new, innovative ways. 
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THE FUTURE 

If Congress does indeed strengthen the federal role in funding basic science, what future 
opportunities should we pursue? That is for policymakers, with advice from scientists who can 
tell them about the possibilities, to decide. However, an obvious area is the development of 
reliable and environmentally sound water systems. For example, the Urban Water Research 
Center at UCI is working with the Environmental Protection Agency, along with local and state 
organizations to advance the understanding of the distinct characteristics of the urban water 
environment in order to assist people and institutions in their effort to promote health, enhance 
the efficient use of water resources, and protect environmental values. The Center is a 
partnership with 60 faculty members and a variety of departments at UCI, including Civil and 
Environmental Engineering, Earth System Sciences, UCI Ecology and Evolutionary Biology, 
Occupational and Environmental Medicine, Planning, Policy, and Design, UCI College of Health 
Sciences, and many others. Working together, these departments are able to effectively address 
the multitude of interdisciplinary water problems that people face in the modem urban 
environment. 

Other obvious areas for research likely to be fruitful in the coming years are global disease 
prevention and cures; new diagnostic tools based on our understanding of the human genome and 
proteomics and further advances in the physical sciences; how to address our compelling 
environmental problems, including global climate change; and national and homeland security 
related problems, from improving technologies for detection of weapons of mass destmction to 
improving how we protect our soldiers in combat. 

One other powerful opportunity is the focus of a report issued earlier this week by the 
Alzheimer’s Association. The report stated that more than five million Americans now have that 
disease. While this is a 10-percent increase over five years ago, the number may triple by 2050, 
as baby boomers age. The disease afflicts one in eight people over 65, and 42 percent of those 
over 85. Anyone who has a family member with Alzheimer’s can tell you how wrenching this 
disease is, and how devastating the costs of handling the disease can be. I believe that enormous 
progress could be made in diagnosing and treating this disease in the next ten years if the funding 
were available. 

And then there is that extraordinary discovery we can't even imagine. Who could have predicted 
the Internet revolution? Who could have thought that HIV/AIDS, in less than ten years could be 
turned from a near-certain death sentence to an onerous but survivable burden for those fortunate 
enough to live in the United States and receive triple-drug therapies? Who could have thought 
that mortality due to childhood cancers, surely among the cruelest of diseases, could be made to 
decline for more than a decade? And who could have thought that we could peer twelve billion 
years into the past to view the universe in its infancy? These accomplishments are a direct result 
of the federal government’s commitment to research funding. 
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CONCLUSION 

As a university chancellor, I often have to think in terms of revenues and infrastructure and 
hiring packages. But when it comes to the extraordinary research we have done and will do, I 
also put on my physician's cap and marvel at how the diagnostic tools and therapies and 
preventive knowledge that have been developed in recent decades have transfoimed the practice 
of medicine and changed the quality of life in America for nearly 300 million people. As a 
physician, it's easy to remember to thank the scientists and the technicians and the industries that 
made the discoveries and produced a final product. But we can never forget that none of this 
would be possible without public investment in basic research. There is no doubt that the long- 
term investment by the federal government in basic scientific research has improved the lives of 
the citizens of the United States and made this a better country and a better world. 

Now we must find the national vision and the political will to transform how the debate over 
support for research and education is framed. We must make it politically unacceptable for 
policymakers to fight over research and education funding at the margins of a $2.7 trillion 
federal budget. We must persuade our national political leadership that sustained investment in 
research and education will help to ensure continuing U.S. global leadership and produce 
medical innovation, economic growth, and a higher quality of life for all of our citizens. 

We are encouraged by, and appreciate, the recent actions taken by this Congress in its FY07 
funding decisions to increase research funding for NIH, NSF, NIST and the Department of 
Energy’s Office of Science and renewable energy activities. I request that you continue these 
trends into FY08. 

Only the federal government has the resources and the ability to support this vital research. I 
know that it is difficult to obtain additional funding resources in a discretionary budget that is 
nearly frozen at the overall level. But the good news is that the additional resources needed to 
sustain our leadership in scientific research are not excessive. I thank this committee for 
bringing the nation’s attention to this incredibly successful partnership and hope it will continue 
to spread that message through the Congress and the Administration. 

Thank you. 
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Chairman Frank, Ranking Member Bachus, and Members of the Committee: 


Thank you very much for the opportunity to speak to you on the important subject 
of public investment. Today I will be discussing research on public investment and its 
relationship to economic growth and well-being. All the views I will express are my own, 
and not those of the Federal Reserve Bank of New York or the Federal Reserve System. 

Physical public capital - what I will refer to as infrastructure - is the dominant 
component of the nation’s publicly owned wealth, and it is that kind of investment that 
my research has focused on. This infrastructure stock consists largely of highways and 
streets, buildings like schools, stadiums, and city halls, and sewer and water systems 
(Figure 1). 
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The flow of new public investments in physical capital was about $430 billion in 
2006 (Figure 2), an amount that was added to a stock of publicly owned physical capital 
that would have cost nearly $8 trillion to replace in 2005, according to the Bureau of 
Economic Analysis. Public capital represents about one-fifth of total (public and private) 
non-defense fixed assets (Figure 3). About 90% of the stock of non-defense public assets 
in the United States is owned by state and local governments. Of course, the federal 
government plays a large role in financing the construction of capital goods that state and 
local governments own. 

Figure 2 
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Figure 3 


Replacement Value of Fixed Assets, 2005 
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The ultimate goal of the large amount of resources devoted to public investment is 
improvement of the welfare of the American people. In my view, there are three crucial 
issues surrounding our public investment policies. The first concerns how and to what 
extent public investment affects economic growth, an issue that has formed the 
centerpiece of economic research on infrastructure. The second, which has received far 
less attention from economists, is based on the idea that infrastructure may have direct 
effects on households, because these investments influence households’ ability to 
consume valuable goods that are not traded in markets. These are benefits that do not 
appear in the usual income accounting framework. The third issue centers on the notion 
that the total benefits we receive from our public investments is affected by how we 
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finance and locate new investments, since where activities occur has significant effects 
on levels of both productivity and household well-being. Below, I discuss each of these 
issues and provide examples. 

Evidence of the Effects of Infrastructure Investment 

Perhaps not surprisingly, economists’ research on the effects of infrastructure 
investment has focused on income growth. Income and firm activity are relatively easy to 
measure, since statistics on income, output, and employment are carefully collected and 
widely available. Household well-being is a much more elusive and difficult-to-measure 
concept. So the majority of economic research on infrastructure has asked the question, 
“What effect do additions to the stock of public capital have on growth of firm 
productivity, output, and employment?” 

There have been many studies over the last twenty years that were designed to 
answer this question. This research is based on the fact that private companies are users 
of infrastructure systems like highways, water and sewer systems, etc. When these 
infrastructure systems are expanded, companies can become more efficient, and the 
benefits show up as more jobs and investment, higher wages, and higher returns on 
capital. 

There is no doubt that well-functioning infrastructure systems are critical to a 
well-functioning economy, but it is also clear that the US already has extensive public 
infrastructure. The evidence we currently have points to a conclusion that additional 
infrastructure investments have positive effects on firms. Unfortunately, it is also fair to 
say that no consensus has emerged on the critical issue of the magnitude of these effects. 
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Early estimates - from the 1980s - had indicated that infrastructure’s contribution to 
firms’ output was approximately twice as large as that of private capital, which led to 
concerns of a severe infrastructure shortfall. More recent research has resulted in 
significantly lower estimates of the productivity of infrastructure, and most economists 
now agree that the earlier estimates were too high. While the exact size of public 
infrastructure’s contribution to income growth remains a subject of some controversy, 
many recent estimates put the figure at a level somewhat below the return to private 
capital. 

The social value of infrastructure as a direct contributor to household welfare has 
received relatively little attention, in part because the quality of life is difficult to 
measure. But in my opinion, the consumption benefits of public investments are likely to 
be very important because households. Just like private firms, are heavy users of public 
infrastructure systems. 

Of course, some public works are specifically designed to benefit households 
alone. An obvious example is the construction of public parks and recreation facilities. 
The nearly $8 billion that state and local governments alone spent on parks and recreation 
capital in fiscal year 2004 seems clearly intended to provide direct benefits to households. 
Even elements of what many authors refer to as “core infrastructure” — transportation, 
sewer and water systems — provide large direct benefits to households. 

An example may clarify the difference between the productivity studies that 
currently dominate much of the economics literature and a more comprehensive 
accounting of infrastructure’s benefits. Imagine that the state builds a new road from your 
home to your place of work that cuts your one-way commuting time by 15 minutes. Will 
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you arrive earlier at work each day, or sleep later? The way economists have traditionally 
thought about infrastructure implies that all employees will choose to arrive early at 
work, increasing the output they produce. But at least some workers will probably sleep 
later or read the paper longer each morning. This potential for increased leisure will not 
be accurately measured in standard studies of income or productivity, but is still a real 
benefit, since it improves the well-being of the individuals whose homes are newly 
accessible. Accounting for the consumption value of public works is thus an important, 
but difficult, task. 

Few studies have undertaken to measure the consumption benefits of public 
investments on a large scale, but some evidence is available. In my own work, I have 
used a spatial equilibrium model to estimate the aggregate value that households put on 
public investments in central cities and metropolitan areas. Using this method, 1 estimated 
that the present value to households of increases in central city infrastructure is 
considerably higher than the comparable benefit to firms. 

The Fmportance of Location 

One of the distinguishing features of infrastructure investment is that it is largely 
fixed in place. The idea that fixed public investments, especially transportation 
infrastructure, alter the geography of economic activity is supported by both economic 
theory and a substantial historical record. But geography has not been central to most 
infrastructure research until recently. The basic question posed by state infrastructure 
productivity studies is whether states with more public capital grow faster than those with 
less. But relatively few these studies have taken seriously the possibility that additions to 
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infrastructure stocks have important effects on patterns of activity within states. These 
effects could be very significant. 

The interstate highway system, for example, was developed primarily to facilitate 
interstate travel for private businesses and government. But today’s interstates serve 
many functions, including moving people around within metropolitan areas. 1 believe that 
there is now convincing evidence that the interstate system has helped facilitate the 
movement of population and jobs to suburbs. 

Even if new infrastructure investments do not have very big measured effects 
across states, it does not necessarily follow that they are not valuable to private 
employers and households. The fact that these economic agents move within states in 
response to infrastructure development indicates that they value it quite highly. 

if one of infrastructure investment’s primary effects is to induce changes in the 
geography of economic activity, then a relevant question becomes whether these changes 
have any implications for well-being. Evidence from a variety of studies indicates that 
where things happen is an important determinant of economic well-being and growth and 
that an important way in which infrastructure policy affects the economy is through this 
indirect channel. 

A large body of research indicates that private firms in urban environments are 
more productive than their counterparts in less densely developed areas. There are many 
reasons for this phenomenon, ranging from easier matching of employees and jobs in 
thick labor markets to spillovers of ideas from one firm or industry to another. A typical 
and influential study shows that doubling employment density across counties within a 
state increases output per worker by 6%. And more recent evidence suggests that these 
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kinds of benefits are spread over relatively small areas - one influential study indicates 
that over 80 % of the growth benefit of a cluster of firms is captured within a radius of just 
one mile. So fostering the growth of dense centers is a key mechanism for fostering 
income growth. 

Because they are valuable and are often placed in relatively undeveloped areas, 
public investments provide individual firms and households with incentives to move from 
more to less dense environments. But if decentralization reduces productivity growth, 
then the placement of new infrastructure goods in relatively undeveloped areas may not 
be the most effective use of public monies. 

Project Selection and Finance 

An important challenge for policymakers is thus to design institutions that can 
maximize the effectiveness of our infrastructure investments in light of the importance of 
intra-state relocations in determining the aggregate benefits of these investments. 
Organizations with a broad geographic scope have become influential bodies for making 
infrastructure investment decisions. Metropolitan planning organizations (MPOs) like the 
North Jersey Transportation Planning Authority and the New York Metropolitan 
Transportation Council — the MPOs for the New York City area - have been empowered 
by the federal government to balance regional interests in making many of the relevant 
choices in transportation policy. In many areas, port and transportation authorities are 
designed to prioritize projects based on their contributions to well-being in the region as a 
whole. Yet the authority of these organizations is typically limited to transportation, and 
they often do not have control over the amount of money they have to spend. 
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The decentralizing effect of infrastructure investments is partly attributable to our 
system for paying for new public works projects. Because public works are funded by a 
complex web of local spending, state aid and direct spending, and federal grants, a large 
share of the cost of new infrastructure can be exported through the tax and grants 
systems. This financing structure makes it possible for localities to push for new public 
works that will provide local benefits, while much of the cost is paid by residents of other 
places. As a result, new or improved infrastructure might be skewed more to less dense 
areas than is evident or intended. Maximizing the effectiveness of our public investment 
budget requires careful attention to both the levels of funding and the design of 
institutions for allocating infrastructure investments. 
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Chairman Frank and Members of the Committee, 

I deeply appreciate the opporUmity to be with you today, and thank the Committee for 
turning its attention to this critical issue. To introduce myself briefly, I currently serve as 
the President of Demos: A Network of Ideas and Action. Demos is a non-partisan policy 
and research center founded in 2000. We focus on problems of democratic participation 
and economic opportunity, and on the enormously important question you are 
considering today: the proper role of government in our society and in our economy. In 
the 1980’s and 90’s, I was in state government in Connecticut, serving as Secretary of the 
State, but also for ten years in the Connecticut legislature, where I was a member of the 
Finance Committee. The role of public investment was centra! to all that experience. 

As a legislator in Connecticut, I took part in vigorous debates over public investment. In 
some cases we were dealing with the results of sustained underinvestment - the all too 
common pattern of crisis and catch up. I was a freshman legislator when the Mianus 
River Bridge in Greenwich collapsed, killing several people and hobbling transportation 
on the 1-95 corridor for months. The investigation afterward revealed years of “deferred 
maintenance” due to cost cutting within the Transportation Department. 

In other cases, Connecticut was more forward-looking. In the early 1 990’s the state 
committed itself to an ambitious initiative, known as “U Conn 2000,” in which a decade’s 
worth of sustained investment had a major impact, enhancing the university’s reputation, 
attracting faculty and research grants, and increasing enrollment from in-state as well as 
out-of-state students. 
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Ten years ago, the city of Hartford was in major economic difficulty and social crisis. 
There, too, significant state investments - in arts and culture, school construction and 
funding, a convention center, improved transportation - made a huge difference; and 
through its commitment, the state helped inspire a parallel infiision of private capital. 
Together, this has resulted in a significant increase in jobs, economic activity, housing of 
various kinds, and arts and entertainment venues - in short, it has had an enonnously 
important and salutary effect on the city of Hartford. 

These examples helped shape my views on public investment. They were my education 
in what happens when America fails to invest in the public structures that under-gird our 
economy and quality of life; and my education in the leading role that public investment 
can play in economic development. 

Beyond the value of any particular form of public investment, I believe it is important to 
restore a broad understanding of the role played by public investment and the public 
sector in our economy and the quality of our lives. The prolonged prosperity that led our 
nation out of World War II and created America’s signal achievement — a broad and 
vibrant middle class — was accomplished with policies that included major public 
investments. VA and FHA mortgages helped millions of young families buy homes. 
Funding from the GI Bill, and later from Pell grants and Stafford loans, helped additional 
millions of young Americans finance their education; the farsightedness of many state 
leaders allowed public university systems to expand and to accommodate hugely 
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increased numbers of students. All of these public investments created opportunities for 
young families to get a leg up and build a future for themselves and their children. 

Unfortunately, this commitment to investing in shared prosperity has waned. Over the 
past thirty years, public investment has been systematically devalued. This has been less 
a financial shift than an intellectual one. There has been a sustained and relentless 
critique not only of government’s excesses, but of government itself The ideals of the 
marketplace have been elevated and extended into arenas previously occupied by an 
understanding of a shared common good. In his 1996 book. Everything for Sale, Robert 
Kuttner points out that in the notion of the “mixed economy,” which was ascendant 
through the early 1970’s, “Government intervened to promote development, to temper 
the market’s distributive extremes, to counteract its unfortunate tendency to boora-and- 
bust, to remedy its myopic failure to invest too little in public goods, and to invest too 
much in processes that harmed the human and natural environment,” However, in the 
70’s and 80’s, this notion faded, and “newly self-confident conservative economic 
theorists... became the intellectual champions of privatization, deregulation, and 
liberation of the global marketplace. It all boiled down to one very simple core precept; 
market is better.” The intellectual case had a powerful wind at its back from interests that 
expected to benefit - and did benefit - with this exaltation of the private sphere over the 
public. 

All of this has left Americans with a very negative view of government, which has deeply 
impacted the climate in which public-investment decisions are made. Careful research 
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undertaken for Demos by the FrameWorks Institute showed that people have two 
dominant images of government, both negative. The first picture is of politicians fighting 
and attacking one another; the second picture is of an ill-defined bureaucratic monolith 
that has little to do with people’s daily lives. Many Americans see government as an 
entity that exists to tax them for the sake of others. Most people give little conscious 
thought to the vast number of ways in which, every day, government, properly run, 
affects them - through the water they use and drink, the solidity of the sidewalks they 
traverse, the safety of the food they eat, the integrity of the courts they rely on for the 
resolution of disputes, the security of the banks in which they deposit money, the 
responsiveness of fire departments and other emergency services. It is a very long list. 

Because of this systematic devaluing of government, we are caught in a vicious cycle of 
distrust, which makes it difficult for people to see the benefits of public investment, and 
thus contributes to continued underinvestment in the public structures that allow people 
to move forward in our country. The consequences have been severe, not only in the 
failures of physical infrastructure, but in everyday human terms. Among many, let me 
name three. 

The first is inequality, which has increased dramatically in America over the last thirty 
years. I believe this is a direct consequence of the shift from public investment to private 
- from public-good values to market values. The rewards of private investment have gone 
to a small number of people, who have pulled far ahead of the rest of us. It is by now a 
familiar tale - the top 1 0% of Americans increasing their share of personal income from 


5 



60 


about 30 percent in the postwar era, and as recently as the mid- 1970s, to 46 percent by 
2004.' Meanwhile, the share of income going to the bottom 60 percent has plunged - 
from 32.1 percent in 1967 to 26.6 percent in 2005." Is this connected to the lack of public 
investment? I believe it is. 

The second consequence is the highly disturbing fact that for the first time in recent 
American history, the next generation will not be, as a whole, better off than the previous 
one. This is vividly laid out in the book, Strapped, by Demos Economic Opportunity 
Director Tamara Draut. If you compare today’s yoimg Americans with my generation, 
she shows, it has become far more difficult - unless your parents are well-to-do - to 
achieve the hallmarks of middle class adulthood — getting a college degree and paying off 
student loans, buying a home, having health insurance, and having children. In each of 
these areas, with the exception of child care which was entirely in the private domain, 
public policies and public investments were a huge assist to families getting started. In 
each, our investments have declined significantly. 

The third consequence is felt in those particular areas of life where - if we could look at 
the question with open minds - Americans would realize that government is likely to 
achieve important economic goals not just more equitably than private markets, but more 
efficiently. Health care is perhaps the clearest, and certainly the most pressing, case. 
Public Medicare is enormously more efficient than its private counterparts, with far fewer 
administrative costs. The VA hospital system, with its efficiencies of scale, long- 
standing patient relationships, and comprehensive care, does a better and more cost- 
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effective job than its fragmented private sector counterparts. But in the health-care debate 
thus far, our market-oriented blinders have kept us from learning these lessons. 

Now I want to turn to four specific realms in which I believe public investment could 
make a major difference, improving quality of life, helping people address significant 
problems, and boosting our economic performance. 

The first is early childhood. I am thinking particularly of programs for children bom into 
disadvantaging circumstances. Study after study has shown that investments in such 
programs have tremendously beneficial effects on the future possibilities of young lives; 
when we invest in early childhood, we invest in economic productivity, and we get a 
superior rate of return. The work of Nobel Prize-winning economist James Heckman 
shows that investment in early-childhood programs gives children a much larger chance 
to succeed. There are costs - to children and their families, and to the society at large - 
associated with learning difficulties, medical problems, truancy, and, of course, crime and 
involvement with the criminal justice system. All these costs can be significantly reduced 
through early-childhood investment. From a strict income-generating ability standpoint, 
according to Heckman, such programs can increase earnings by 15-17% for the children 
who receive them. 

Another strong candidate for investment is in making college affordable. If we know 
anything, it is that education is increasingly a requirement for people to succeed in the 
workforce, and for our economy to compete in the global arena. Yet, a large number of 
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students are either avoiding post high school education altogether, or are graduating with 
enormously burdensome levels of college-related debt. According to recent studies, 
168,000 academically qualified students don’t attend college at all because they can’t 
afford it; and financial considerations lead many others to choose two-year community 
colleges over four-year schools. This is in significant part a direct result of the declining 
investment in financial assistance. The Pell grant, which used to cover three-quarters of 
the costs of attending a public university, now covers only about one-third. Meanwhile, 
grants have largely been converted to loans, which are a much less helpful start. At the 
state level, public investment in higher education has been on a steady decline - a major 
reason for the rapidly increasing cost of tuition at state-supported schools. Since 1 980, 
tuition at public four-year universities has more than doubled, after adjusting for 
inflation. 

The third potential area of investment is in expanded national service. The benefits, I 
believe, would be manifold. A multi-faceted commitment, with new opportunities for 
service in such programs as Teach for America and the Peace Corps - and, more broadly, 
in social service and health care and environmental sustenance - could yield huge benefits 
for communities and people in need, both here and abroad. It could provide training and 
job-relevant experience for a cohort of yoimg people coming into the job market. And it 
could engage a generation of youth eager to work for the common good, in ways that 
would last a lifetime. Neither private investment nor charities can or will meet these 
public needs at a scale that is possible and desirable. But public investment can, and 
should. 
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Finally - and this is an area of personal experience for me - 1 want to talk about making 
needed public investment in our democracy itself. Elections in this country have been run 
on a virtual shoestring, and we have paid a heavy price, in confusion and lost public 
confidence in our election system. The Help America Vote Act was a good step forward, 
but it was not enough and can’t be viewed as a one-shot remedy. The patchwork of laws, 
rulings, and equipment-purchasing decisions - with private companies lobbying state-by- 
state and county-by-county for each of their secret technologies - has all of us on edge 
about procedural chaos every time a major election approaches, and has voters in 
different jurisdictions receiving different levels of access and security. We need a strong 
national agency, with serious investment in research, testing, standard-setting, training, 
and enforcement, to put American elections on a firm and high-functioning basis. 

These are just a few of the policies that embody what public investment, applied to 
human capital and intellectual capital as well as to roads and bridges, can do. But what is 
even more important is that we work to rebuild an understanding public investment’s role 
in our economy and in the lives of the people that the economy is intended to serve. We 
can no longer afford the luxury of under-investing in the public sector, while private 
investing soars and its returns accrue in such large numbers to so few. 

Our nation’s future, and that of its people, depends on a set of public structures that 
underpin the success of our businesses, our communities, and our citizens. Those 
structures — whether they are scientific research programs, levees, bridges, schools, 
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colleges, or children’s programs — promote the common good and shape our common 
future. But they can only do their job if they are maintained and improved with public 
investment. We need to reverse the undervaluing of public investment and of 
government’s overall role, and this committee’s hearing today is an important part of that 
conversation. I thank you for allowing me to be a part of it. 


' Thomas Piketty and Emmanuel Saez, “The Evolution of Top Incomes; A Historical and International 
Perspective, American Economic Assn. Papers and Proceedings .May 2006 

" U.S. Census Bureau, Historical Income Tables Households, Table H-2, 
http://www.census.gov/hhes/www/income/histinc/h02ar.html, accessed February 2007. 
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Mr. Chairman, Members of the Committee, 

It is a privilege to be here today to discuss a critical issue — the need for large- 
scale public investment in projects that will modernize our nation and enrich our people. 

Throughout our history and until the 1960’s, the Federal Government played a 
dominant role in our level of public investment while the states played a secondary role. 
This has changed since then. Public investment has, by tradition, meant infrastructure: 
roads, trains, bridges, public transportation, public schools, etc. have provided the 
private sector with the complementary investments which improve business productivity, 
our standard of living and our quality of life. Largely the product of a federal-state-local 
partnership, it was badly neglected over the years, principally by the failure of the 
Federal Government to maintain its level of participation. 

The American Society of Civil Engineers has estimated that it would take one 
trillion six hundred billion dollars, over a five-year period, to bring America’s 
infrastructure to a reasonable standard of adequacy and that this requirement increases 
by about $300 billion every two years. 

Mr. Chairman, I have for many years recognized our government’s historic role 
as the indispensable investor in the economy of our country. I hope that your support 
will encourage the Congress to undertake the major effort needed in rebuilding America 
before it is too late. In order to do so we must counteract the present theology that all 
public investment is wasteful, and that neither taxes nor borrowing can be justified for 
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that purpose. It also is worth noting that the financing of public infrastructure creates 
hundreds of thousands of private sector jobs; this is particularly important when 
globalization is putting pressure on American industrial employment. 

Fortunately, past American political leaders did not always think this way. As we 
look to our nation's future, we also should look back at the history of great public 
investments — at the precedents set by leaders who made many of the critical 
commitments that became the backbone of our nation. We should reflect on the actions 
of those leaders who used government power and public finance to make the 
investments that formed this country. And we should celebrate their historic 
achievements by continuing to invest boldly and wisely in America’s future. 

As the political, geographic and economic structure of America took shape in the 
nineteenth and early twentieth centuries, public investments such as the Louisiana 
Purchase, the Erie Canal, the Transcontinental Railroad, the RFC and the Interstate 
Highway System shaped our economy and our security structure. Although the private 
sector has been the mainstay of our economy, it could not exist without this platform 
and the political leaders who made those decisions— Jefferson, DeWitt Clinton, Lincoln, 
FDR and Eisenhower. 

Since the beginning of the Republic, transportation, infrastructure and education 
have played a central role in advancing the American economy: whether it was the 
canals in upstate New York or the railroads that linked our heartland to our industrial 
centers; whether it was the opening of education to average Americans by land grant 
colleges and the Gl Bill making education basic to American life; or whether it was the 
interstate highway system that ultimately connected all regions of the nation. This did 


2 



67 


not happen by chance but was the result of major investments financed by the federal 
and state governments over the last century and a half. Mr. Chairman, we need to 
make similar investments now. 

Of course, not ail government investments have been successful. The endless 
earmarks, political “pork" in too many projects and corruption in military contracts, the 
reoccurring problems of NASA and many others, are proof that there is no such thing as 
perfection in the public sector any more than in the private sector. But the private sector 
has also had its Enrons and its Worldcoms, as well as its earlier scandals which caused 
Teddy Roosevelt to break up the trusts and FDR to regulate the securities markets. But 
the consistent ideological attack on public investment is bringing the country to its 
knees. Witness the outrage of New Orleans. Witness the state of our public schools. 
Witness our pollution and our wasteful use of energy. Without adequate levels of public 
investments, our private sector will lose much of its competitiveness and outsource 
more and more of our requirements in goods as well as services, constantly increasing 
our foreign debt and losing domestic jobs. The recent decades have been the best of 
times for private investment; for public investment, they have been disastrous. 

My views on economic and social issues have been shaped not only by my years 
in business and in government, but also by my experiences as a child and as a refugee, 
fleeing from the Nazis and seeking asylum in America during WWIl In 1942, we arrived 
in America; I was 14 years old. During the war years 1 had, from time to time, heard 
FDR’s voice on the radio, sometimes on clandestine sets, which shaped, almost by 
osmosis, my views of America. To me, America was the platform for freedom, fairness 
and opportunity, and I have never wavered from those views. 
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My involvement in public life began In the spring of 1975, when for reasons too 
numerous to list here, New York City was caught in a financial death spiral. In the 
1960’s the City had lost 300,000 private sector jobs that had been replaced by an 
equivalent number of public-sector employees, together with the sharply-increasing 
budgetary costs that it entailed. In the early 1970's, the City’s economy had slowed 
sharply during a national recession aggravated by the Arab oil embargo; our capital 
investment program had been wiped out, the City was shut out of the capital markets 
and headed for bankruptcy. To regain market access we needed a plan which would 
revive the City's economy, eliminate its operating deficit and revive its moribund capital 
investment program. We needed a plan, with Federal backing. 

in the summer of 1975, when Governor Hugh Carey appointed me Chairman of 
New York’s Municipal Assistance Corporation, I believed that bringing the City back to 
the market would take a few months: it actually took several years and required the 
courageous political leadership of Governor Carey and Mayor Ed Koch; the strong 
support of the City's labor unions and its banks; and ultimately, it required credit from 
the Federal government in the form of seasonal loans. The Federal Credit support 
enabled the union pension funds and the private financial institutions to bring their own 
support to the financing of the city and as a result, the City balanced its budget over the 
next four years, reentered the financial markets and, for the next 20 years (with the 
exception of the recession after 9/11/2001) the City’s economy was strong, its budgets 
were balanced and it was able to make the necessary investments in its infrastructure. 

It was also able to regain its global attraction for business and for tourism, while 
surviving the tragedy of 9/1 1 , it could not have happened without the credit support of 
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the Federal government and the sacrifices of its citizens. It is worth noting that the city 
repaid 100% of the principal and interest owed to the Federal government ahead of 
schedule, and that the Federal government did not have to face the staggering national 
cost of a New York City bankruptcy. 

Today, support for any government intervention in the economy has become 
anathema and this has frightened too many Americans into ignoring the long and 
positive history of government investment in our land. Furthermore, the illogical rules of 
government accounting and the fear of further deficits make this a very difficult political 
issue. As opposed to businesses, states and local governments, the Federal 
Government accounts do not differentiate between long-term investment and everyday 
operating expenses. They treat construction of a dam as if it were a welfare check and 
record the debt incurred as a deficit, without the offsetting asset represented by the 
dam. If our private sector companies were to keep their books in this fashion, they 
would report losses instead of profits, they would cut back in investment and 
employment in order to show fictitious earnings, and would ultimately go out of 
business. 

The idea that government intervention in the economy is always bad has had 
consequences. The recent catastrophe of New Orleans was an event waiting to 
happen. If not in New Orleans, it would have happened somewhere else. It is the result 
of a national failure to make public investments adequately and intelligently — in the case 
of New Orleans inadequate investment necessary to prevent the flooding of New 
Orleans, and the failure to have in place an effective emergency response system. 
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Modern market capitalism and the links of the financial markets to advanced 
information technology have created a formidable engine for the creation of wealth and 
we have, in my judgment, the best economic system in the world. This wealth, 
however, is heavily weighted toward the private sector and has resulted in the neglect 
and the decay of public facilities, including that of our public schools. The sensitivity of 
the financial markets to government spending became a powerful brake on public 
investment because the arbiter of financial policy is a government accounting system 
that treats investment as an expense and a bond market fearful of deficits regardless of 
their origins. 

The combination of these notions, namely that government cannot do anything 
right and that long-term public investments are the equivalent of welfare payments, has 
caused a steady erosion in federal funding for infrastructure and other initiatives that 
would spur progress and economic growth, leaving more and more to state and local 
governments which cannot provide adequate support. That is the road that led to New 
Orleans. 

As we fail to make large public investments in our nation’s future, the rest of the 
world is rapidly catching up with us. For example, China has announced an ambitious 
railway modernization plan increasing their national track network to 62,000 miles and 
dedicated high-speed passenger lines to 7,400 miles. They plan to spend about $200 
billion in the next five years for rails, equipment and roiling stock. China is equally 
aggressive in its projected investment in nuclear power as well as in bridges, roads and 
airports. With foreign exchange reserves of over $1 trillion and continued surpluses for 
the foreseeable future, China will have capacity of massive investment which may make 
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her the leader in the world in nuclear power, civil aviation, highway construction and 
railroads and, most importantly, education. China is not alone in this; India is not far 
behind. 

A federal capital budget would help correct our problem. You all know the 
political hurdles facing the passage of such a budget, but their existence should not 
automatically doom the idea. After all, all fifty states have capital budgets, as do most 
responsible governments, and it may be time to insist on similar fiscal responsibility in 
Washington. If, in the end, we are unable to institute a capital budget, there is a recent 
development that suggests another remedy: the return of the 30-year Treasury bond. 
Long-term bonds should finance capital assets and their issuance should be dedicated 
to that purpose. Even longer maturities than 30 years can be envisaged; corporations 
and governments are issuing up to 50-year bonds. The European Union, for instance, 
finances its superb high-speed rail network with the European Investment Bank’s long- 
term bonds. 

To help deal with our shortage of capital investment, the Congress could 
authorize a trust fund, to be financed over a five-year period by special purpose 50-year 
Treasury bonds. The fund could be used to co-finance high priority national, regional 
and local tangible infrastructure programs, as well as special projects which generate 
advanced intellectual property. Private capital should be an integral part of the 
program. Tight outside controls should be applied to the operations of the fund, and it 
should be subject to the federal debt limit. 

Jefferson, Lincoln, FDR and Eisenhower proved that public investment can 
generate vast returns. The federal budget should be a tool to encourage such national 
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investment instead of writing it off. As you may know, Mr. Chairman, Senator Warren 
Rudman and 1 co-chair a commission at the Center for Strategic and International 
Studies that has been working with members of the House and Senate from both 
parties on these ideas in which Senators Dodd and Hagel are heavily involved. We are 
hopeful that we will see some movement in this Congress. 

Mr. Chairman, all of us who believe in the importance of public sector investment 
appreciate your leadership here. Our elected representatives can continue in the 
footsteps of great American leaders by adopting a different perspective of our national 
wealth and how to increase it — it is an issue that should be debated in this Congress 
and throughout the country. 

Thank you very much. I would be happy to answer any questions that you might 

have. 
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The Economic Questions 

Every year federal and state governments attempt to promote economic giowth by 
investing hundred of billions of dollars in the nation’s physical capital stock — roads, 
airports, urban rail systems, and the like — and in the nation’s human capital. Investments 
in the latter include education and R&D subsidies. 

My testimony will focus on the following questions: What is the economic justification 
for public as opposed to private investment in these areas? Are these investments 
efficient? How can these investments be improved? 

The Justification for Government Intervention 

In theory, government intervention in economic life is justified to stabilize the 
macroeconomy, correct market failures such as monopoly and externalities, and to pursue 
social goals such as reducing poverty and ensuring fairness in the labor market. 

How does public investment fit into these justifications? Generally, a private firm will 
provide a good or service if it can earn a nonnal profit. Market failure occurs when a 
socially desirable good or service — that is, a good or service whose social benefits exceed 
its .social costs — is not provided because firms would find it unprofitable to do so. For 
example, when the nation was developing its road system, a private firm or firms may not 
have been able to raise sufficient capital (let alone repay the accumulated debt) to build a 
private interstate highway system. Similarly, a private urban rail system may not be able 
to attract sufficient ridership and charge sufficiently high fares to be profitable. In such 
cases, the government can increase economic welfare by financing socially desirable 
services like roads and public transit that would not be supplied by the private sector, 

Thus piihiic production of these activities is correcting a market failure. 

Another area of market failure occurs when firms’ R&D creates positive spillovers to 
their actual or potential competitors. Innovative effort may therefore be suboptimal 
because knowledge can be transmitted from its creator to prospective competitors at low 
cost. The federal goveniment has tried to spur innovation — and correct another potential 
source of market failure — by establishing the patent system and subsidizing firms 
through direct funding, tax credits, and competitions. 

In contrast to the preceding fonns of public investment, the justification for government 
intervention to promote human capital is not completely clear. For example, it could be 
argued that education subsidies may generate a positive externality by raising the skills of 
the nation’s workforce or by correcting possible failures in capital markets (e.g., student 
loans). But it could also be argued that the subsidies seek to accomplish a social goal of 
providing a merit good — that is, goods or services that American society believes every 
citizen is entitled to regardless of whether he or she can afford them. A public education, 
social insurance, protection from criminals, and the like are considered to be merit goods. 
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In the remainder of my testimony, I will focus on production and financing of public 
infrastructure and public services because 1 have conducted research is this area. A 
summary of the effects of government efforts to spur innovation is contained in chapter 4 
of my book, Government Failure Versus Market Failure, which can be freely 
downloaded from my website. Most scholarly assessments of education subsidies have 
primarily evaluated them on the grounds of whether they are achieving a social goal in an 
efficient manner rather than whether they are efficiently conecting a potential market 
failure. A common theme in the literature is that subsidies for college education often go 
to households whose children would go to college anyway without these subsidies. 

An Asse.ssincnt of Public Production 

Before assessing public production, it would be desirable to detenninc whether private 
production is feasible and, if so, whether it would generate greater net benefits to society 
than public production. However, economists have generally not taken this approach. 

Instead, economists have taken public production as given and explored whether the 
government’s pricing, investment, and operating policies are maximizing economic 
efficiency. Generally, this is accomplished when the government sets efficient (cost- 
based) user charges for public facilities and finances investments up to the point where 
marginal benefits are equal to marginal costs. Of course, the public sector may not 
perfectly allocate resources in accordance with optimtil pricing and investment but still 
improve upon the private sector’s provision. 

Theoretical guidelines are useful for suggesting public policies to correct market failures, 
but the eftect of public production on economic welfare can be assessed only with 
empirical evidence. I will summarize empirical evidence on the efficacy of public 
production from studies noted in chapter 5 of Government Failure Versus Market 
Failure, which is appended to this testimony. 

Simple descriptive measures indicate that the nation’s public infrastructure and seivices 
are beset with economic problems including growing highway congestion and delays in 
major metropolitan areas, growing congestion and delays in air travel, and growing 
operating and capital deficits in public bus and rail transit. The summary findings 1 draw 
from the available scholarly evidence are: 

Public financing and management of transportation infrastructure, public lands, 
and various services have been extremely inefficient and have strained the 
budgets of ail levels of government. 

Pricing and investment inefficiencies. The primary sources of the inefficiencies are 
prices that do not accurately reflect the cost of service and investments that waste 
resources. 

Road Pricing: Highway expenditures are primarily financed by state and federal gasoline 
taxes. But the gas tax is highly inefficient because it hardly varies by time of day and by 
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stretch of road in a given metropolitan area. Thus it does not discourage cars and trucks 
from traveling during peak periods on major thoroughfares which contributes to 
congestion. In addition, the gas tax does not discourage heavy trucks from damaging the 
roads. Road damage is related to roughly the third power of a truck’s weight per axle, 
indicating that for a given load trucks with more axles do less damage to the road than 
trucks with fewer axles. But the gas tax provides perverse economic incentives for 
truckers to reduce road damage because tmeks that operate with more axles get lower 
fuel economy and pay higher gasoline taxes. 

Road Investment: Roads eventually wear out unless they are repaved. Investments to 
keep roads durable trade off the costs of maintaining cument pavement against the capital 
costs of building thicker pavement, which is less costly to maintain. Optimal investments 
minimize the sum of maintenance and capital costs. Generally, highway authorities have 
not minimized investment costs because they have built thinner pavements to reduce up- 
front capital costs. Road users are also affected by suboptimal road design because they 
must drive slower on roads in poor condition. 

Airport Pricing: The principal cost that an aircraft incurs when it lands and takes off is 
the delay that it imposes on other aircraft. Current runway landing fees are based on an 
aircraft’s weight subject to guidelines set by the Federal Aviation Administration. 
However, congestion at a given airport varies by time of day in accordance with the 
volume of aircraft traffic. Aircraft weight has little effect on congestion because a plane 
weighting to take off or land is delayed roughly the same amount of time by a jumbo jet 
as by a small private plane; thus, weight-based landing fees bear little relationship to 
airport congestion. 

Aiiport Investment: New runways can substantially reduce air travel delays. But runway 
construction and expansion face fomiidable political and bureaucratic obstacles, as 
indicated by the five- to ten-year average delay to add runway capacity at major 
congested airports. Indeed, only three runways were built during the 1980.S and six 
during the 1990s, Twelve runways have been built during this decade but .some have 
been more than twenty years in the making. 

Watcnx'ay Investment: Inland waterways are used by water freight carriers to transport 
bulk commodities and low-value bulk goods. The Bureau of Reclamation and the Army 
Corps of Engineers arc responsible for building and rehabilitating the waterways. 

Among the inefficiencies that have been identified in public investment in waterways are 
that benefit-cost ratios of Army Corps’ projects are consistently and unequivocally below 
one, the Corps’ has adjusted cost-benefit calculations to justify projects, and concerns 
that the there will be substantial cost overruns in the Corps’ management of the Florida 
everglades project. 

Public transit pricing: State and local governments are responsible for managing and 
providing most of the bus and rail transit in U.S. metropolitan areas. Transit operations 
and investments are funded by farebox revenues and federal, state, and local subsidies. 
Transit fares are significantly below the marginal cost of transit service and have failed to 
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keep up with rising operating and capital costs. The operating and capital subsidies that 
make up this shortfall currently exceed $20 billion. 

Public transit investment: Investments are made to expand bus routes and frequency and 
to build new urban rail systems and expand routes of existing systems. The investments 
appear to be excessive because transit use is low. Rail fills only 18 percent of its seats 
with paying passengers throughout the day, and transit buses fill only 14 percent (loads 
are somewhat higher during the morning and evening rush hour). The desirability of 
building new urban rail systems seems questionable because the benefits generated by 
almost all systems — including benefits to users and the reduction in road congestion — are 
exceeded by the required subsidies to close deficits. Rail transit has been unable to 
attract sufficient patronage to reduce its high average costs — a problem that has been 
complicated cnonnously by new patterns of urban development w ith geogi'aphically 
dispersed residences and jobs, 

Amtrak Service: The National Railroad Passenger Corporation (popularly known as 
Aintrak) provides intercity passenger rail transportation. Formed in 1970 because private 
railroads no longer wanted to provide this service, Amtrak was expected to be self- 
sufficient within a few years of its inception and to operate without subsidies. But it has 
continued to rely on subsidies to provide service. Recently, subsidies have made up 20- 
30 percent of its revenues. The subsidies would be justified if they were exceeded by 
Amtrak’s social benefits. But it appears that with the exception of the Northea.st corridor, 
Amtrak is not socially desirable in many parts of the country, 

US Postal Sei-vice Pricing: The United States Postal Service is the nation’s largest public 
cntciqirise, The postal system was intended to be financially self-sufficient, but its recent 
annual losses amount to more than SI billion. Prices for first-class mail — which is falling 
as people substitute to Internet-based communications— -are above marginal costs and are 
used to partly subsidixe prices for second-, third-, and fourth-class mail, which are below 
marginal costs. The postal service also irses outdated, labor-intensive technologies that 
not only inflate costs but result in slower mail delivery times than optimal. 


Summary. The costs of inefficient pricing and investment policies for public 
infrastructure and serv'ices continue to grow with current estimates exceeding $100 
billion annually. In fact, these costs understate the full costs of inefficient public 
production becau.se they do not include X-inefficicncies — that is, the inflated costs of 
providing services in the public sector. A classic example is the Davis-Bacon Act. which 
requires that private contractors who undertake various road projects must be paid union 
wages that are applicable to the jurisdiction where the work takes place. It has been 
estimated that such inflated wages cost the federal goveraraent at least $1.5 billion 
annually. The inefficiencies in public production arc reflected in slower productivity 
growth. For example, it has been estimated that the annual returns from highway 
investments have fallen From 1 7 percent during the 1970s to less than 5 percent during 
the 1980s and 1990s. 
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Policy Recommendations 

Common explanations for the inefficiencies of public production focus on the political 
pressure exerted by interest groups who benefit from the current state of affairs and the 
inflexibility and limited vision of federal agencies. To be sure, the federal government 
has recently indicated its support for public private partnerships and its interest in 
congestion pricing experiments that could lead to improvernents in efficiency. 

However, my view is that more significant institutional change in the form of privatizing 
public facilities and services will be necessary to dramatically improve efficiency and 
spur growth. Increasing concerns about the waste associated with public financing of 
vital social sci-viccs is motivating interest in whether tlie private sector could do a better 
job than the public sector is currently doing to finance and offer these services. In theory, 
privatization would enable private firms to operate in a competitive environment without 
bureaucratic controls and political pressures. Private firms would have a financial 
incentive to reduce existing inefficiencies, introduce innovative services, and respond to 
users’ preferences. 

Of course, empirical evidence is necessary to strengthen the case that privatization would 
lead to improvements in social welfare over public provision. Accordingly, 1 believe it is 
essential to obtain hard evidence from experiments about privatization’s likely economic 
effects. Hopefully, members of Congress will be persuaded of the importance of such 
experiments and we can begin the task of carefully designing selected experiments to 
learn whether, in fact, privatization can overcome the inefficiencies of public production, 
which are increasingly becoming a drag on the nation’s economic growth. 
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Introduction 


The Aim of Sdcnec is nor lo open the door to inlinite wisdom, 
but to set a limit to mhnitc error. 


Bertolt BrnicHT 


S hortly after he ttrok office, President George \Xf 
Bush nominated Harvard piofe.s,sor John .D. Gra- 
ham to head the Office of Information and Regulatory Affairs within the 
Office of Management and Budget. Graham was known to be a stiong 
advocate of using cost-benefit analysis to as.sess and reform environmental, 
health, and safety regulation. If. for- example, the finvironmental Protec- 
tion Agency (EPA) proposed a regulation chat saved 1 00 lives but at .t cost 
of $1 billion per life, Graham would oppose the legLilation and cncouiage 
the EPA to craft an altetnative that could save these lives at a much lower 
tost that was aligned with conventional estimates of the “value of life.” Or 
if the National Highway and Traffic Safety Adminisciation (NEITSA) pio- 
ptrsed a regulation that foiced automakers to adopt a specific technology to 
reduce fuel consumption but the resulting benefits were less than the 
increased costs to automakers of implementing the technology, Graham 
would oppose the regulation on the grounds char its social net benefits 
were negative. 



82 


Z INTRODUC'llON 

Fo an economist, these positions are eminently reasonable. But some 
comrnentator.s and policymakers are outright dismissive of policy assess- 
ments based on cost-benefit analysis, apparently willing to substitute good 
intentions — or their own political agenda — for analysis. Indeed, Senator 
Dick Durbins response to Graham’s nomination was an op-ed in the Wash- 
ington Post on July 16, 2001, entitled “Graham Flunks the Cost-Benefit 
Test,” while Georgetown University law professor Laza Heinzeiling ex- 
pressed her views in the Los Angeles Times on July 1 9, 2001 , with an op-ed 
entitled “Don’t Put the Fox m Charge ot the Mens. ” 

Such refusals to acknowledge that government interventions can have 
costs as well as benefits raise a fundamental concern about whether U.S. 
government policy is truly enhancing microeconomic efficiency — that is, 
the degree to which our economic .system meets the material wants, as 
measured by quantity and quality, of its members. Microeconomic effi- 
ciency, or Pareto optimaliry, is achieved when it is impossible to make one 
person better off without making someone else w'otse off. In theory, gov- 
ernment policy seeks to improve microeconomic efficiency by correcting a 
market failure, defined by B.ator (1958) as the failure of a system of price- 
market institutions to stop “undesirable” activities, where the desirability of 
an activity is evaluated relative to some explicit economic welfitre maxi- 
mization problem. Accordingly, a market failure can be defined as an equi- 
librium allocation of resources that is not Pareto optimal - the potential 

causes of which may be market power, natural monopoly, imperfect infor- 
mation, externalities, or public goods. 

(9n what basis is one to conclude that a policy to correct a market fail- 
ure is as successlul as possible? The first consideration is whether govern- 
ment has any reason to intervene in a market; Is there evidence of a serious 
market failure to correct? The second is whether government policy is at 
least improving market performance; Is ir reducing the economic ineffi- 
ciency, or “deadweight” loss, from market failure? Of course, the policy 
could be an “expensive' success by generating benefits that exceed co.sts, 
but meurnng excessive costs to obtain the benefits. Hence, the final con- 
sideration is whether government policy is optimal: Is ir efficiently cor- 
recting the market failure and maximizing economic welfare? 

GovernmcHt failure, then, arises when government has created ineffi- 
ciencies because it should not have intervened in the first place or when it 
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could have solved a given problem or set of problems more efhciently, that 
IS, bv generating greater net benefits. In other woids, the theoretical bench- 
mark of Pareto optimality could be used to assess government pertoi mance 
just as it is used to assess market performance. Of course, the ideal of a 
completely efficient market is rarely, if ever, observed in practice. From a 
policy perspective, market failure should be a matter of concern wlien mar- 
ket performance significantly deviates from the appropriate efficiency 
benchmark. Similarly, a government failure should call a government inter- 
vention into question when economic welfare is actually reduced or when 
resources are allocated in a manner that significandy deviates from an 
appropriate efficiency benchmark. 

Economic theory can suggest optimal public policies to correct market 
failures, but the effect ofgovernment’s market failure policies on economic 
welfare can be assessed only with empirical evidence. For more than a cen- 
tiu the primary market failure policies implemented by gtive in merit have 
included antitrust policy and economic regulation to curb market power, 
so-called social regulatory policies to address imperfect information and 
externalities, and public financing of socially desirable services that the pri- 
vate sector would not provide. Initially, economists assessed che.se policies 
on conceptual grounds, culminating in Friedman’s (1962) classic attack 
questioning government’s role in almost all areas of economic life. Schultze 
(1977) vva.s one of the first to systeniaticallv raise doubc.s aliout the effec- 
tiveness of government policies based on the limited empirical evidence 
that was available. Wolf (1979) inrrodiiced the term nonmarket failure to 
indicate some type of government failure aiiel suggested char government 
failure may be of the same order of importance as maikct failure. 

An additional chii tv years of empirical evidence on the efficacy of mar- 
ket failure policies initiated primarily by the federal government, but also 
by the states, suggests chat the welfare cost of government failure may be 
considerably greater than chat of market failure. A4ore specifically, the evi- 
dence suggests that policymakers have attempted to coi lect market failures 
with policies designed to affect either consumer or firm behavior, or both, 
or to allocate lesources. Some policies have forced the U.S. economy to 
incur costs in situations where no serious market failure exists, while oth- 
ers, in situations where costly market failures do exist, could have improved 
resource allocation in a much more efficient manner. 
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Government failures appear to be explained by the self-correcting nature 
of some market fiilures, which makes government intervention unneces- 
sary; by the short-sightedness, inflexibility, and conflicting policies of gov- 
ernment agencies; and by political forces that allow well-defined interest 
groups to influence elected and unelected officials to initiate and maintain 
inefficient policies that enable the interest groups to accrue economic tents. 

My negative a.ssessmenc is not intended to suggest that all microeco- 
nomic policie.s are ineffective or to spur defenders of an active government 
to search for evidence of policies that work. My objective is to focus atten- 
tion on how CLirrenc policy, in broad terms, can be improved. This is not a 
futile exercise because in the past tew decades government has become 
somewhat less inclined to pursue inefficient policies and lias iniciared some 
beneficial reforms. For example, IJ.S. policymakers are less likely today 
than they once were to try to correct a perceived market imperfection by 
in.scitucing (counterproductive) price regulatioirs such a.s milk price sup- 
ports or oil price controls. Similarly, in some ca.ses policymakers have 
enhanced economic welfare by withdrawing their market failure policy in 
favor of a market solution (for example, economic deregulation) and by 
designing a framework that makes effective use of market forces to reduce 
the inefficiencies caused by a market failure (for example, well-designed 
emissions trading programs). Further applications of and experiments with 
market-oi'iented policies to address externalities and public financing of 
socially desirable activities are likely to reveal that such policies are tar supe- 
lioi to current policies at remedying market failures m an efficieru manner. 

Although reseaichers have identified senou.s flaws in other markec fail- 
ure policies, such as antitrust, patents, and certain information policies, the 
profession’s empirical knowledge is too limited to permit confident sug- 
gestion.s about how policy in these areas can be significantly improved. 
Thus, additional research is clearly needed no help guide the foinitilaiion of 
appropriate policy m these areas. 

.Although my assessment and policy recomniendations aic based on a 
broad and thorough synthesis of the available empirical evidence on the 
economic effects of market failure policies, it is vital for the economics pol- 
icy community — including researchers and policymaker.s — to continue the 
task of accumulating, building, and drawing on this evidence so that future 
policy debates do not have to begin from ‘‘square one.” Over the past tew 
decades, the piofession ha.s begun to understand which ptilicies have been 



85 


INTRODUCTION 5 

successful and which have not, as w'ell as w'hy policymakers fail to pursue 
socially desirable reforms. The gap berween the plethora of policies recom- 
mended by economists ro correct market failure and mitigate government 
failure and the policies the government has piusued should only encour- 
age — not discourage — the profession’s eftorcs to assemble and disseminate a 
useful empirical base of knowledge about the performance of government’s 
microeconomic policies. In i.solated instances, public officials have shown 
the capacity to learn from economic research and improve their policies. A 
more comprehensive body of evidence should lead to much-bectei - 
informed action and, more broadly, to .socially desirable ouccomes. 

The disappointing outcome of government’s current microeconomic 
policies should be of great concern to everyone interested in public affairs 
regardless of political persu.Tsion or occupation. By documenting govern- 
ment's performance and indicating how it can be improved, 1 hope to do 
more than set a “limit to infinite error.” 
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A private tiitn will provide a good or service it it can 
earn a normal piofir. Market tailure occurs when a 
.socially desirable service (that is, one whose social benefits exceed social costs) 
is not privately offered because it is unprofitable. Market failure also occurs 
when a service is undersupplied because it is a public good and susceptible to 
rhe free rider problem. A pure public good-defense and hesh air arc prob- 
ably the only examples — is nonrivahous (nobody’s consumption lowers any- 
body clsc’s benefit.s) and nonexcludable (it is inleasible to prevent those who 
do not pay for the good from obtaining benefits). Most publicly supplied 
services are mixed or "impute" public goods such as roads — consumption is 
iivalious during congested periods but exclusion may be difficult. 

The government can increase social welfare by financing socially desir- 
able services, including public goods, which would nor be supplied by the 
piivace sector. In practice, the government can provide the service oi nego- 
tiate a contract with a private firm to provide the service. In any c.ise, the 
government can maximize social welfate by setting efficient ii.set charge.s for 
public facilities and by financing investments in the facilities that equate 
marginal benefits and marginal costs.' The facilities requiring the largest 
investments constitute the nation’s physical infiastructure. 


1 . F.ihcicnt u.scr ch;u'gcs '.unount to margin.ii cost piicing. It production ii chamctcnfreci by Idfoc sc;ile 
ccottoinics. chen cfficicinc)' ctdls for miirginjJ cost pricing vcirh subsidy because nitirginal costs .uc 
dver:it(c costs If no subsidies tin.* aval Ub'lc, efficiciicv calls lor Ramsey prices, where rhe pcrcciiMuc markup 


6i 
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The federal government, sometimes in collaboration with state and local 
governments, is responsible for hnancing and managing highways, air- 
ports, air tiafhc control, inland waterways, public land, urban transit, 
intercity passenger rail, and mail servicesc As noted, the theoretical ration- 
ale for public financing of major infrastructure and certain services is that 
the private sector would find it unprofitable ro do so. Jn general, econo- 
mists have not tried to determine wTether private production is feasible 
and, if so, whether it would generate greater net benches than public pro- 
duction, Instead, researchers have taken federal, .state, and local govern- 
ment control over more than $1 trillion of the nation’s physical capital as 
given and investigated whether pricing, investment, and operating policies 
are maximizing economic welfare. Of course, the public sector may fall 
short of allocating resources in accordance with optimal pricing and invest- 
ment policies but nonetheless improve on what the private sector’s provi- 
sion, if any, would have been. However, growing concerns with the waste 
associated with public financing of important social service.s is raising ques- 
tions about whether such provision i.s better than allowing the private sec- 
tor to finance and offer these services.-’ 

Descriptive measures indicate that some of the nation’s public infra- 
structLite and services are beset with economic problems. The speed and 
reliability of atitomobile travel has been increasingly compromised by 
congestion and delays in major metropolitan areas (figure 5-1); delays in 
ait travel that were temporarily curtailed by the September 1 1 cetrori.st 
attacks are a.s great as ever (figure 5-2); and [niblic transit’s operating defi- 
cit.s are a growing dram on the public purse (figure 5-3) during a period 
when its patronage has declined, dransit’s total deficits are even greater 
than shown because it also receives substantial capital subsidies. The sum- 
maty findings that 1 draw from the current state of the available scholarly 
evidence are: 


prices dbove nt.ugijial coirs is iiiveiscly'J'fLftcd ro users’ demand ekisiicitics .subject to a bi cak-evun con- 
sira.inr brnpincal wm k mditate.s th.ir margina.1 cost pricing rviihotu .sllb.'..ui^■ rs a tcasibk buJiehtn.uk It'i' 
the facilities and services a^,scssec^ here. 

( lOVc I niffeiu i-S also responsible for building and mauu.unmg d.inis and scwcit and h.u pubiic 
water and power jgenocs. I am not aware of recent schoUilv econofoie assessments ot governsneni's 
provision id' this infrasrvucvurc. Schukzc (1977) discusses the cost inefficiencies associarcd with federal 
grants to aui construction of municipal waste treacniefu plants. 

3 . Crovcinnient has used market mechanisms to allocate .some public goods such as the electro- 
magneric speerrum { di.scus.s rhesc experiments later. 
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Figure 3-1. Average Annual Traffic Delay in Major Metropolitan Areas, 


1982-2001 

Hours per person 



Public Hnancing and management of transportation infrastructiue, 
public lands, and vatiotis services have been extremely ineHrcient and 
have strained the budgets ot all levels of governnrent. 


Transportation Infrastructure and Public Lands 

Federal, st.ue, and local governments are responsible for building, main- 
cainmg, and lehabilitating U.S. highvvays. Valued at more than 31 trillion, 
the nation's road system is its largest civilian investment, according to the 
Bureau of Economic Analysis. Highway expenditures are primarily fi- 
nanced by state and federal gasoline taxes. Tliese taxes are also generally the 
only “price that vehicles must pay for using the road s)'srem. State and fed- 
eral governments hire private contractors to undertake various road proj- 
ects such as rehabilitation and major construction. In accordance with the 




89 


64 PUBL 3 C PRODUCTION 

Figure 3-2- Changes in Air Iravel Time, 197 /-~2004 


Minutes 



Source; U.S. Dcp.irnncnr ol Iri^n’^ponDrion. Service Seginem unJ Schedule I’-lOO. Oan? R.uik 
28l.)S, Dorne^cic ScgiTicni Duuv 


Davis-Bacon Act, these contractors must be paid union wages that are 
applicable to the jurisdiction where the work cakes place. 

Public management of roads is cliaraccerized by substantial pricing, in' 
vestment, and piroduction melhciencies (these issues are discussed in Small, 
Winston, and Evans 1989). Roads are built to a given capacity (lane miles) 
to accommodate cars and trucks, and to a given durability (pavement 
thickness) to accommodate heavy trucks. All vehicles contribute to coii' 
gestion, which occurs mainly during peak commuting periods when the 
ratio of traffic volume to capacity exceeds a ceitain thrcsliold, forcing vclii' 
cles to travel at less than free-flow speeds allowed hy law. Heavy trucks 
increase the frequency that road pavemenu must he resurfaced; pas^emcru 
wear itself i.s related to roughly the third power of a truck’s weight per axle. 
Given these considerations, gasoline tiexes are an inefficient pricing niech' 
an ism because thev arc basically invariant to changes in rraffic volume 
throughouc the day and are inversely related to a truck’s weight per axle 
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Figure 5-3. Government I'ransit Operating Assistance, 1976—200] 

Billions of dollars (200 1 ) 



Source: American Public 'Iransir Associarion, 'hmisic }\Kt (t.992, (www.apt.t.cmn} 


( that is, mieks with mure axles that iccluce pavement damage get lower fuel 
economy and pay higher gasoline taxes). 

Investments in highway durability must trade off the maintenance costs 
of curienr pavement .against the capital costs of building thicker pavement; 
optimal investments tuinimize the sum of these co.sts. Cienerally, highway 
authorities have failed to minimr/.e investment costs because tlrey have pre- 
feircd CO build thinner pavemenrs to reduce the u[ufiunt capital costs. Clon- 
secjLicntly, all roads, trom local thoroughlares to rnajoi interstates, ex- 
perience excessive maintenance costs becau.se they must be repaved sooner 
than it rbev were built to optimal (thicket) standards. In addition, the speed 
and reliability of highway ttansporcation h.ave been adversely affected by 
the crowine share of freewavs and atterials in fair or w'orsc coiitliuon over 
the past twenty years. 

Highway spending has also been used to expand highway capacity and 
repair roads in well-tiavelcd areas to reduce congestion. But Winston and 
hanger ( 2006 ) found that, on average, one dollar of spending in a given 
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year reduces the congestion costs to road users by only eleven cents in that 
year and only a tew cents in subsequent years. The efficacy of highway 
expenditures is compromised by the lack of an explicit mechanism that 
links such spending with congestion in specific localities. But the most 
fundamental obstacle to highway spending that could efficiently reduce 
congestion is that the U.S. road system is largely complete and the nation’s 
urbanized areas have little available land to expand their infra.strucnire. 

Finally, highway production coses are inflated by bureaucratic rules that 
make it diificult to use the latest and most efficient pioduction technolo- 
gies and by Davis-Bacon constraints that prevent highway authorities from 
hiving and paying workers who would be willing to woik for lower wages 
than the prevailing union rate. 

Small, Winston, and Evans (1989) estimated that replacing gasoline 
taxes with marginal cost congestion tolls and pavement- wear taxes and 
building roads to optimal pavement thickness would genei.ice an annual 
wedfare gain of $23.9 billion. Congestion tolls that vary by time of clay and 
location would reduce delays and make efficient use of scarce road capac- 
irv. in addition, efficient highway rolls, which reduce exces.sive driving dur- 
ing peak periods, would justify a substantial reduction in (inefficient) 
highway expenditures. Such tolls can also be adjusted to account for pos- 
sible political objections to teduemg the welfare of low-mconie mototist.s, 
who place less value on travel time savings than high-income mototisrs do, 
without sacrificing much of the gains in efficiency (Small, Winston, and 
Yan 2006). Marginal cost pavemeiu-weat taxes that are based on a truck’s 
weight per a.xle and vary by road type would encourage umckers to sliitc to 
vehicles with niore axles that do less damage to the roads. 

Improving highway production efficiency would significantly add ro 
these gains. Foi example, Kessler and Katz (2001) cstirnare that the Davis- 
Bacon Act costs the federal government some Si. 5 billion annually. This 
figure does nor simply represent a transfer to labor because no market fail- 
ure IS being corrected, while iiifl.ated wages must be financed by additional 
t.ix revenues, which creates an additional inefficiency. 

Respon.sibility for designing and operating airports lies primarily tvith 
local governments. Airport expenses are covered by passenger facility 
charges and landing tees, which are set by local airport auchoncies based on 
an aircraft’s weight subject to guidelines set by the Federal Aviauion Admin- 
istration. Airports that seek federal assistance for investments, such as 
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building a new runway or lengthening an existing one. mu.st receive bAA 
approval and satisfy the EPA’s environmental impact review. 

Congestion at a given airport varies by time of day in accordance with the 
volume of aircraft traffic. Aircraft weight has little effect on congestion 
because a plane waiting to take off or land is delayed roughly the same 
amount of time by a jumbo jet as by a small private plane; thus, weight- 
based landing fees bear little relationship to airport congestion. Runway 
construction and expansion face formidable political and bureaucratic 
obstacles, as indicated by the five- to ten-year average delay to .add runway 
capacity. Unfortunately, the FAA has done little to expedite the review 
process. Indeed, since the mid-1990s only a handful of new runways have 
been put into service at the most cortgested airports, Mon ison and Winston 
(19S9) estimated that replacing weight-based landing fees with marginal 
co.st takeoff and landing tolls and adding runways at congested airports to 
inaximize net benefits would generate an annual welfare gain of $1 8 billion. 
As in the case of highway pricing, airpott congestion tolls that vary by loca- 
tion and rime of day would make efficient use of scarce runway capacity,' 

The U.S. air traffic control system monitois domestic airspace to ensure 
safety and reduce delay, d'hc hAA is lesponsibic tor hiring air traffic contiol 
peisonnel and for supplying facilities with new equipment. 1’he FAA has 
been sharjily criticized by commercial airlines and Congre.ss foi' its tardiness 
in procuring and implementing up-to-date technology that could expand 
runway and airspace capacity. In addition, Monison and Winston (2005) 
argued that political uiHuences cause the FA.A to allocuitc its resources incf- 
ficienrly. They found that a reallocation of F/VA expenditures toward air- 
ports that experience the greatest delays would generate more rli.in M bil- 
lion in annua! time savings to air travelers and cost savings to airlines. 

Inland waterways arc used by water freight carriers to transport bulk 
conuuodmes and low-value goods, d’he Bureau of Reclamation and the 
Armv Corps of Isngineers are responsible for building and rehabilitating 
the waterways. In 1952 Senator Paul Doughts, an economist bv profe.ssion, 

( . Rtxcni rcNk.uch implies that the benefits oi’ cnjigestion pricirig at jirjnircs dtominiucti hy ;i sjimjc 
cr.RUfneiCMl .nrlinc corrfLM .irc sin.iJIer tlian believed bccinsc rlic hiib-ili>min.inr c.urxT mrcinfili'cs ui-'n- 
t;csnon thot ic c.iuses irsclf and because a hubbing earnei does not operate a: the same timc.s of thiv as 
nonhubbing carnets do (Btueckner 2002; Mayer and binai 200,3). Moirison and Wsnsion (2005). 
ho'ACvci, loLind [bat these Cfmsideraiu>n.5. while valjii. only modestly rediKic bcnciits fnam coni;e''non 
pricing because die bulk ol tfie weltare eosc ol delavs is atrnbitrablc lo operations bv eeunmercuil .ind 
commuter carriers and general avianon that do not internalize delay. 
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poiiued out [hat waterway projects wete often fundamentally flawed on 
economic grounds because the Corps tended to overstate benefits anti 
greatly underestimate costs. 

To the best of my knowledge, scholars have not recently assessed the 
social desirability of waterway projects, but such projects have attracted 
considerable ntedia scrutiny because of wasteful in vestment.s attributable to 
powerful political iiuerests. For example, after the Corps was forced to 
delay its seven-year study of major construction projects on the Mississippi 
River because an independent economic assessment detetmined that the 
study’s forecasts of barge traffic were inflared, Senator Christopher Bond of 
Missouri vowed to make sure that projects were funded no matter what the 
economic studies concluded.^ 

Beginning with a series of articles that ran in 2000 in the Washington 
Post, Michael Gtunwald has repotted the most egregious examples of the 
Army Corp.s’ ineificiencies. Although this information does not constitute 
scholarly evidence, it may someday provide grist tor an academic mill. In 
any case, the inefficiencies that Grunwald identified include consultant!;’ 
estimates that benefit-cost ratios of recent Army Corps' projects are con- 
sistently and uneqtiivocally below one, documentation that the Corps has 
adjusted co.st-benefit calculations to justify projects on the Mis.sissippi and 
Illinois rivers, and well-founded concerns that the Corps’ management of 
an qSS billion effort to resu.scitate the Florida everglades —the latge.st envi- 
ronmental project in world history — will be plagued by substantial cost 
overruns. Mounting criticism inside and outsii.lc of the Bush admimstia- 
tion forced the Corps to suspend work on some 150 congressionallv ap- 
proved water projects in 2002 to review the economic analysis the Corps 
u.sed CO justify them. Not only do most waterway projects have question- 
able social desirability, but barge companies are charged only a small frac- 
tion of die costs of operating, maintaining, and lenovacing the system.'’ 

Finallw federal and state governments are responsible for allocating and 
managing land for grazing, natural conservation, and recreational activities. 


5. Michac! Crrunw.ikl, 'Army Coips Oeluy;. StiuK- uver l-bwed Xi-jsi^iHcu'n Piht. 

October 5, 2000. p, A33- 

6. iVlich.ici CruitNvald, “C'orp<;’ Taming of Warci ways Doesn'r Pay Oil'” XC'ciJ'-yiaton Post, jamurv 
9, 2000, p. Al , Crunwak! lu-ccntly discussed die Corps' taiiurc to protect New Orleans from Hurricane 
Kafrnia, dfspire spundinp more in Louisiana than in any other state; .sec ‘‘A Hood of Bad Projects." 
XXUPungtent Post. .Ma\' 14. 2(106, p. Bl. 
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The U.S. Department of the Interior also sells parcels of public lands to the 
private sectoi. It is not known whether the extent of public land holdings 
reflects an optimal allocation between the public and private sector, but 
anecdotal evidence periodically appears in the press charging that the gov- 
ernment has sold land to private parties at below-maikct value. For exam- 
ple. a developer acquired land in Nevada that the Interior’s Bureau of Land 
Management valued at $763,000 and sold it the next day for $4.6 million.'' 

Gardner (1997) provided evidence that the rental pi ices for all users of 
public lands were below marginal costs. Grazing fees paid by farmers cov- 
ered only $15 million-S30 million of the roughly $230 million cost of 
administering the grazing program, and revenues generated from wood 
and paper manufacturers chat use national forests vveie well below the costs 
of reforestation and the opportunity cost of land sales. Users of public land 
for recreational purpo.scs paid a nominal or zero price that does not cover 
maintenance costs. In fact, a law pass'ed in 2005 increased the share of sites 
operated by the National Forest Service that are free ot charge. 

Optimal management of national forests calls for a careful combination 
of thinning, prescribed burnings, and fire suppression that allows forests to 
regenerate without producing fire.s that cause fatalities and damage residen- 
tial property Federal spending on the National Foiest Sei vice has grown 
substantially in the past few decades, but the evidence does not indicate 
that the increased expenditures have led to improved forest regeneiation 
and public safety. I he scientific community argues that healthy fote.st 
growth could be achieved more efficiently and safely it the service spent less 
money and let certain types of fires burn and extinguish naturally (O'Toole 
2002). Indeed, the longstanding governraenc polity of putting out fires as 
quickly a.s po,ssibie has led to excessive biomass in the understory that makes 
fires mote deadly and difficult — and thus more co.stly — to extinguisli. 


Services 

State and local governments are responsible for managing and providing 
most of the bus and tail transit in U.S. metropolitan areas. Transit operations 

7. Joel Brinkley. 'V\ U S. Agency Is Accuseti of Collusion in Lind Denis,'' Aove Ytnk I imei. OcEobtr 

]2. 2002, p. 16. 
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and investments are funded by farebox revenues and federal, stare, and local 
subsidies. Transit pricing, service, and production sharply deviate from stan- 
dard economic efficiency guidelines. Transit fares are significantly below the 
marginal cost of transit .service and have failed to keep up with rising oper- 
ating and capital costs. 1 he operating and capital subsidies that make up this 
shortfall currently approach J?20 billion (Winston 2000). Service hcquency 
is excessive; rail fills only 18 percent of its seats with paying passengers 
throughout the day, and transit buses fill only 14 percent (loads are some- 
what higher during the morning and evening rush hours). Transit costs are 
inflated by oversized vehicles, excessive labor expenses, and low productivit)'.'^ 

Winston and Shirley (1998) estimated that replacing current tiansic 
fares with marginal cost fares and providing service frequency to maximize 
net benefits would produce annual efficiency gains of $9.2 billion. 
(Accounting for environmental and safety externalities associated with 
urban travel had little effect on the findings.) Improvements in production 
efficiency would significantly increase these gains. Recent work by Winston 
and Maheshri (2006a) assessed whether urban rail transit was actually 
socially desirable by comparing recent estimates of its social benefits with 
ic.s subsidies, d'he authors found that with the single exception of BART in 
the San Francisco Bay area, every U.S. transit system actualK' reduced 
social welfare. Moreover, they could not identify an efficient pi icing policy 
ot pliysical restructuring of the rail nerwoik that would enhance any sys- 
tem’s social desirability without effectively eliminating it.s service. Under 
public management, rail transit has been unable to attiacc sufficient 
patronage to reduce its high average cost.s — a problem that has been com- 
plicated enormously by new patterns of urban development with geo- 
graphically dispersed residences and jobs. 

The giowrh of automobile and airline travel made inteicity rail passen- 
ger service highly unpiofitablc by rhe 1960s, piompting the formation of 
the National Railroad Passenger Corporation (popularly known as .-\m- 


8 Despice then loNv lo.iti facLor. .siNiv-bcac buses arw iisccl in nfjny iirbdn -htii.s ors jI! routes at ail 
times ot day. Regarding labor incfbeiencics. Section 13(c) of the 1%4 Federal ll'aiisit Act makto ir pro- 
bibuivcly e.xpensivc; to release a transir employee by obligating ledcrally supported rianoc agciKie.s ro 
provide any dismi.s.scd employee with a monthly compensation package cquai to hi.s or her averut’e 
morul'iK’ earnings durnig the past twelve months. FiiR coinpcnsarion must be paid for a period equal 
ro the dtirarlon of rhe employee’s employment svirh rhe transit auenevy capped at six yean 
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trak) in 1970 because private railroads no longer vvanrcd to provide rhis 
service. Amtrak is a quasi-public enterprise — that is, it is a corporation 
without private equity holders. The Amtrak board, which includes the sec- 
retary of the U.S. Department of Iransporcation, must approve any 
notable fare changes, and Amtrak must maintain its service to a city unless 
it gives the state (and normally Congress) 180 days notice. Anitrak was 
expected to be self-sufficient within a few years of irs inception and to oper- 
ate without subsidies. However, it has relied on operating and capital sub- 
sidies lo continue operations. Recently, subsidies have made up 20-30 per- 
cent of its revenues. 

Morrison (1990) estimated that Amtrak’s overall .social benefits were 
roughly equal to its social costs, a finding that justifies federal subsidies. But 
he also concluded that its social benefits were highly localized — the gains 
in the well-traveled Northeast corridor offset the los.ses in the rest of the 
United States. Because intercity pa.ssenger rail service is not .socially desir- 
able in many parts of the countty, reductions in it would increase eco- 
nomic efficiency. 

Finally, the United States Postal Service is the nation's largest public 
enterprise, with currenc annual revenues approaching S70 billion. Reorga- 
nized in 1 970, it is obligated to provide service for different classes of mail 
CO all U.S. residents. The postal service sets prices with regulatory oversight 
from the Postal Rate Commi.ssion and retains a monopoly in letter deliv- 
ery. Nearly 80 percent of its expenses are labor related, with wages set 
through collective bargaining with binding arbiuation (Geddes 2005). 
E.xcept for some senior management positions, postal workei s’ wage.s have 
been estimated to be about 30 percent more than cliose of compaiable pri- 
vate sector wuikcTs (f liisch, Wachter, and Gillula 1999). 

The postal system was intended to be financially .self-sufficient, but its 
recent annual losse.s amount to more than $l billion. Of gieacei concern is 
the falling volume of letter mail, in large part because people have substi- 
tuted Internet-based communications; as a result postal system deficits were 
expected to grow to several billion dollars by the end of tiris decade. Prices 
for first class mail are above marginal costs and arc used to partly subsidize 
prices for .second-, rhird-, and fourth-class nrail, which are below maiginal 
costs (Wattles 1973; Adie 1989; Geddes 2003). 1 he postal .service also faces 
strong political pressures to keep open unneeded mail distribution centers 
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and underutilized post omces and to use outdated, labor-intensive tech- 
nologies that not only inflate costs but result in slower mail delivery times 
tlian optimal. In growing recognition that private sector delivery services 
could improve its operations, the postal service has recently contracted with 
Federal Express and United Parcel Service foi assistance in sorting and 
ii anspoi ting mail. A more comprehensive policy of privatization is discussed 
later. 
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